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These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be
relied upon as authoritative interpretations.

INCOME TAX

T.D. 8915, page 359.

Temporary regulations under section 444 of the Code relate
to the election of a taxable year other than the required tax-
able year. The regulations provide that solely with respect to
an S corporation shareholder, an electing small business
trust (ESBT) and a trust described in section 401(a) or sec-
tion 501(c)(3) that is exempt from taxation under section
501(a) are not deferral entities for purposes of section
1.444-2T.

T.D. 8916, page 360.

Final regulations under section 864 of the Code provide
guidance on the treatment of section 936 corporations for
purposes of allocating expenses in order to calculate the
alternative minimum tax foreign tax credit. Final regulations
under section 904(d) relate to the application of the foreign
tax credit separate categories, including the application of
the look-through rules under section 904(d)(3).

T.D. 8918, page 372.

REG-107176-00, page 428.

Temporary and proposed regulations relate to the deposit of
federal taxes pursuant to section 6302 of the Code.

REG-104683-00, page 407.

Proposed regulations under section 902 of the Code provide
that multi-year pooling of earnings and taxes will stop when
a foreign corporation ceases to have a 10-percent domestic
corporate shareholder. These regulations provide that the
active rents and royalties exception from passive income
treatment is no longer limited to payments from unrelated
payors. The proposed regulations also include other clarifi-
cations regarding the application of section 904(d), guid-
ance on the application of section 904(b), and guidance
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regarding section 904(j). A public hearing is scheduled for
April 26, 2001.

REG-106702-00, page 424.

Proposed regulations under section 705 of the Code provide
guidance for making basis adjustments necessary to coordinate
sections 705 and 1032 of the Code in situations in which a cor-
poration acquires an interest in a partnership that holds stock in
that corporation. A public hearing is scheduled for May 3, 2001.

REG-251701-96, page 396.

Proposed regulations under sections 641 and 1361 of the
Code relate to the taxation of electing small business trusts
(ESBTs). A public hearing is scheduled for April 25, 2001.

EMPLOYEE PLANS

Notice 2001-9, page 375.

This notice provides relief from the application of the Code’s
nondiscrimination requirements for certain governmental
and church plans. Notices 98-39 and 99-40 modified.

ADMINISTRATIVE

Notice 2001-7, page 374.

Information returns; payments to attorneys. The
Service intends to further delay the effective date of the reg-
ulations proposed under section 6045(f) of the Code (relat-
ing to the reporting of payments of gross proceeds to attor-
neys). Under this extension, the rules in section 1.6045-5
will apply to payments made during the first calendar year
that begins at least two months after the date of publication
of the final regulations in the Federal Register. Notice 99-53
modified and superseded.
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Notice 2001-8, page 374.

Information returns; discharge of indebtedness. The
suspension of penalties under sections 6721 and 6722 of
the Code provided by Notice 2000-22, 2000-16 I.R.B. 902,
for certain organizations newly subject to section 6050P is
being extended. Penalties will not be imposed on such orga-
nizations for failure to file information returns under section
6050P for any discharge of indebtedness that occurs prior
to the first calendar year beginning at least two months after
the date that appropriate guidance is issued. Notice
2000-22 modified and superseded.

Rev. Proc. 2001-16, page 376.

Publication 1245 (Rev. 1-2001) provides specifications for
the filing of Forms W-4, Employee’s Withholding Allowance
Certificate, magnetically or electronically. Rev. Proc. 99-47
superseded.

January 22, 2001

Announcement 2001-10, page 431.

This document contains a notice of public hearing on pro-
posed regulations (REG-105316-98, 2000-27 |.R.B. 98),
regarding reporting for payments of qualified tuition and pay-
ments of interest on qualified education loans and magnetic
media filing requirements for information returns. The hear-
ing is scheduled for February 13, 2001.

Announcement 2001-11, page 432.

This document withdraws the notice of proposed rulemak-
ing (REG-116733-98, 1999-36 |.R.B. 392) relating to
recognition of gain on certain distributions of stock or secu-
rities of a controlled corporation in connection with an acqui-
sition.
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The IRS Mission

Provide America’s taxpayers top quality service by help-
ing them understand and meet their tax responsibilities

Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless oth-
erwise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Ser-
vice personnel in the disposition of other cases. In applying
published rulings and procedures, the effect of subsequent
legislation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same
conclusions in other cases unless the facts and circum-
stances are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Ad-
ministrative Rulings. Bank Secrecy Act Administrative Rul-
ings are issued by the Department of the Treasury's Office
of the Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual
basis, and are published in the first Bulletin of the succeed-
ing semiannual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 444.—Election of Background meaning of §1.444-2T because under sec-
Taxable Year Other Than ) ) tion 641(c) the portion of the ESBT con-
Required Taxable Year This document contains amendments tgsting of stock in one or more S corpora-
the Income Tax Regulations (26 CFR Pafions s taxed to the deemed owner under
26 CFR 1.444-4T: Tiered stucture (temporary). 1) Telating to the election of a taxable yeagyppart E, part 1, subchapter J of the Code
other than the required taxable year undey; s subject to taxation at the trust level
T.D. 8915 section 444.  Section 444(d)(3) anqyjthout a deduction for amounts distrib-

§1.444-2T generally prohibit an S corpoyted or required to be distributed from that
DEPARTMENT OF THE TREASURY  ration that is a member of a tiered StfuGyortion of the trust. A trust described in

26 CFR Part 1 tion 444 for taxable years beginning aftegiock ownership plan described in section

. . December 31, 1986. An S corporation igg75(e)(7)), or a trust described in section
Tiered Structures-Electing Small  considered to be a member of a tiereg1(c)(3) that is exempt from taxation

Business Trusts structure if the S corporation owns any,nder section 501(a) is not a deferral enti-
AGENCY: | | R Servi portion of a deferral entity, or a deferraky within the meaning of §1.444-2T
(IRS) Tre.asuptema evenue Servicentity owns any portion of an S corporapecause with respect to such trust all
’ y tion.  Section 1.444-2T(b)(2) definestems of income, loss, or deduction taken
ACTION: Temporary regulations. deferral entity to include any entity that iSpto account under section 1366(a) and

. _a trust with the exception of certaingny gain or loss on the disposition of the
SUMMARY:  This document COntains grantor trusts (including qualified sub-stock in the S corporation is treated as

temporary regulations amending the teMehapter S trusts within the meaning ofinrelated business taxable income of such
porary regulations under section 444,°§ection 1361(d)(1)(A)). trust under section 512(e)(1) and is sub-
the Internal Revenue Code (Code) relating gegtion 1302 of the Small Business JoRct to taxation under section 511. A trust
to the elgctlon of a taxable year other thapygtection Act of 1996, Public Law gescribed in section 401(a) that is an
the required taxable year. The temporaryp_1gg (110 Stat. 1755) (August 20employee stock ownership plan described
regulations provide that solely with1ggg) modified sections 641 and 1361 g, section 4975(e)(7) is not a deferral enti-
respect to an S corporation shareholdgfye |nternal Revenue Code (Code) to Pefy within the meaning of §1.444-2T
an electing small business trust (ESBTphit an electing small business trushecause such trust does not defer taxation
and a trust that is described in SectiofespT) to be an S corporation shareholdyyt rather is exempt from taxation under
401(a) or section 501(C)(.3) and is EXEMRy and also modified section 1361 to allowection 501(a) and is not treated as having
from taxation under section 501(a) is NO4n organization (including a trust) that ignrelated business taxable income pur-
a deferral entity for purposes Ofgescribed in section 401(a) or sectioByant to section 512(e)(3). The temporary
§1.444-2T. The temporary regulationgg c)(3) and that is exempt from taxatiofegulations are effective as of December
affect S corporations, ESBTS that 0wn $inger section 501(a) to be a shareholdel 2000 However taxpayers may volun-
corporation stock, and trusts that argf an s corporation. The temporary reg%rily apply these temporary regulations to
described in section 401(a) or secCtiofytions under section 444 are also beingyaple years of S corporations beginning
501(c)(3) and exempt from taxation undejssyeq  as  proposed  regulationsfter December 31, 1996, for S corpora-
section 501(2) that own S corporalionReG-251701-96) on page 396 of thiions that have ESBTs as shareholders
stock. The text of these temporary regulas,jietin. and for taxable years beginning after'

tions serves as the text of the proposed :
regulations set forth in the notice of proExplanation of Provisions December 31, 1997, for_ S corporations
that have trusts described in section

Egzee:dggrg.lemaklng in REG-251701-96, The temporary regulations modify the401(a) or section 501(c)(3) that are
temporary regulations under section 44gxempt from taxation under section
DATES: Effective DateThese regulations to provide that an ESBT and a trust that i801(a) as shareholders.
are effective December 29, 2000. described in section 401(a) or sectio% il Anal
Applicability Dates For dates of 501(c)(3) that is exempt from taxation Pco & ANAYSES
applicability, see §1.444-4T of these regunder section 501(a) is not a deferral enti- It has been determined that this
ulations. ty for purposes of §1.444-2T. ThereforeTreasury decision is not a significant reg-
FOR FURTHER INFORMATION CON- &" S corporation with a section 444 elegjlatory action as defined in Executive
TACT: Bradford Poston and James AUOD may hgve an .ESBT or a trust thaF Order 12866.' Therefo_re, a regulatory
Quinn (202) 622-3060 (ot toll-free num-described in section 401(a) or sectiomssessment is not required. It also has
501(c)(3) that is exempt from taxationbeen determined that section 553(b) of the
under section 501(a) as a shareholder. Axdministrative Procedure Act (5 U.S.C.
SUPPLEMENTARY INFORMATION: ESBT is not a deferral entity within thechapter 5) does not apply to these regula-

bers).
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tions, and, because the regulations do nuefith a trust that is described in sectioi997. These regulations provide guidance
impose a collection of information on401(a) or section 501(c)(3) that is exempteeded to comply with those changes and
small entities, the Regulatory Flexibilityfrom taxation under section 501(a) as affect individuals and corporations claim-
Act (5 U.S.C. chapter 6) does not applyshareholder may make an election undémg foreign tax credits.
Pursuant to section 780_5(f) of .the Codesection 4'44.. This paragraph (b) is app“CDATES: Effective Date These regula-
these temporary regulations will be subable beginning December 29, 2000, how- focti
mitted to the Small Businessever taxpayers may voluntarily apply it to“onS are et gctwe January 3, 29.01'
Applicability Dates The specific dates

Administration for comment on the regu-taxable years of S corporations beginningf applicability of these regulations are as

lation’s impact on small business. after December 31, 1997. follows:

Drafting Information Robert E. Wenzel, The amendments to §§1.861-9,
o Deputy Commissioner 1.861-11, and 1.861-14 generally apply

~ The principal authors of these regula- of Internal Revenue. o taxable years beginning after December

tions are Bradford Poston and James A. 31, 1989. The dates of applicability are

Quinn of the Office of the Associate ChiefApproved December 13, 2000. stated in 8§1.861-9(h)(5)(i) and (ii),

Counsel (Passthroughs and Special §1.861-11(d)(8), and 8§1.861-14(d)(1),

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.

Industries). However, other personnel
from the IRS and Treasury Department

participated in their development.
* * * * %

(d)(2)(i), and (d)(2)(ii).

The amendment to 81.904—4(b)(1)(i)
applies to taxable years beginning after
(Filed by the Office of the Federal Register on DeD€cember 31, 1992.
cember 28, 2000, 8:45 a.m., and published in the The amendments to §1.904—4(e)(3)(ii)

Adoption of Amendments to the issue of the Federal Register for December 29, 2004nd (e)(3)(iv) apply to taxable years

Regulations 65 F.R. 82926) beginning after December 31, 2000.
Accordingly, 26 CFR part 1 is amended The amendments to §1.902-1(d)(3)(ii),
as follows: . L §1.904-4(c)(5)(v), (c)(6)(iv), (c)(7)(ii),
Section 904.—Limitation on ©)(7)(iii), (c)(8) Example 9, and (g)(3),
PART 1—INCOME TAXES Credit and to §1.904-5(d)(2) and (m) apply to

L taxable years beginning after December
Paragraph 1. The authority citation fope CFR 1.904-4: Separate application of section y g g

; . : . ) , . 31, 1986. However, for taxable years
04 with t to cert t f . ' '
part 1.|s amended by qddlng an entry @ with respect to certain categories of income beginning before January 1, 2001, taxpay-
numerical order to read in part as follows, :

Authority: 26 U.S.C. 7805 * * * T.D. 8916 ers may rely on §1.904-4(c)(6)(iv) and

Section 1.444-4T is also issued Undq_f)EpARTMENT OF THE TREASURY (g)(3)(|l), (iii), and (iv) of regulations pro-
26 U.S.C. 444(g). * * * _ ject REG—209527-92, INTL-1-92, pub-
e ) Internal Revenue Service lished at 1992-1 C.B. 1209. See

Par. 2. Section 1.444-4T is adde
under the undesignated centerheading6 CFR Part 1 §691'601(d.)(2) of 26 CFR part 601
revised April 1, 2000.

“Accounting Periods” to read as follows: Application of Section 904 to The amendments to §1.904-5(a)(3),
§1.444-4T Tiered structure (temporary). INCOME Subject to Separate (9), (N)(4), and ()(2), (3), and (4) apply to
Limitations and Section 864(e) taxable years beginning after December
(a) Electing small business trustsFor  Affiliated Group Expense 31, 2000. However, taxpayers may
purposes of §1.444-2T, solely with respegi||ocation and Apportionment choose to apply the rule of §1.904-5(i)(3)
to an S corporation shareholder, the terg,jes in taxable years beginning after December
deferral entitydoes not include a trust that 31, 1991, provided that the taxpayer
is treated as an electing small business trusS6ENCY:  Internal Revenue Servicemakes appropriate adjustments to elimi-
under section 1361(e). An S corporatiofiRS), Treasury. nate any double benefit arising from the

with an electing small business trust as ACTION: Einal and temporary regula-applicaﬁon of the rule to taxable years
shareholder may make an election und LS that are not open for assessment.

. : . .
section 444. This paragraph (a) is applica- ADDRESSES: Send submissions to:
ble beginning December 29, 2000, howevSUMMARY:  This document contains Regulations Unit CC (REG—106409—00),

er taxpayers may voluntarily apply it tolncome Tax Regulations relating to theoom 5226, Internal Revenue Service, POB
taxable years of S corporations beginningection 864(e)(5) and (6) rules on affiliat7604, Ben Franklin Station, Washington,
after December 31, 1996. ed group interest and other expense allpC 20044. In the alternative, submissions
(b) Certain tax-exempt trustsfFor pur- cation and apportionment and to the segnay be hand-delivered between the hours of
poses of §1.444-2T, solely with respect tdon 904(d) foreign tax credit limitation. 8 am. and 5 p.m. to Regulations Unit CC
an S corporation shareholder, the terr@hanges to the applicable laws were mag®EG-106409-00), Courier's  Desk,
deferral entitydoes not include a trust thatby the Tax Reform Act of 1986, the|nterna| Revenue Service, 1111 Constitution
is described in section 401(a) or sectiofiechnical and Miscellaneous Revenue A¢ivenue, NW., Washington, DC or sent elec-
501(c)(3) that is exempt from taxationof 1988, the Revenue Reconciliation Actronically, via the IRS Internet site at:
under section 501(a). An S corporatiomf 1993, and the Taxpayer Relief Act ofhttp:/iwww.irs.gov/tax_regs/regslist.htm.

January 22, 2001 360 2001-4 |.R.B.



FOR FURTHER INFORMATION CON- final regulations under section 904 and tander section 904(d)(2) for AMT foreign
TACT: Bethany A. Ingwalson at (202)the final regulations under section 864 areax credit purposes. For taxable years

622-3850 (not a toll-free number). adopted as modified by this Treasurpeginning after December 31, 1993, divi-

SUPPLEMENTARY INFORMATION: decision. dends from section 936 corporations are
. . subject to a separate AMT foreign tax

Background Explanation of Provisions credit limitation. In addition, for taxable

_ _ _ years beginning after December 31, 1995,
On May 14, 1992, a notice of proposeé‘ 351.861-9,1.861-11, and 1.861-14 corporations eligible for a credit under
rulemaking (INTL-1-92, 1992-1 C.B. The proposed regulations undesection 30A are treated as section 936 cor-
1209) was published in th&ederal §§1.861-9, 1.861-11, and 1.861-14 anporations, under sections 30A(e) and

Register (57 F.R. 20660), proposingfinalized substantially as proposed, an&6(g)(4)(C)(iii)(V!).
amendments to the temporary Income Take corresponding provisions of the tem- Treasury and the IRS proposed changes
Regulations (26 CFR part 1) under sectioporary regulations are removed. For putto the temporary regulations in order to
864(e)(5) and (6) and to the Income Tayoses of the alternative minimum tavexclude section 936 corporations from the
Regulations (26 CFR part 1) under sectiopaMT), for taxable years beginning afteraffiliated group solely for purposes of
904(d). The proposed regulations undgbecember 31, 1989, the dividendsllocating expenses in determining the
section 864(e)(5) and (6) concern the alldeceived deduction under section 243 doesnount of the group’s foreign source
cation and apportionment of intereshot apply to the portion of a dividendalternative minimum taxable income,
expense and certain other expenses withiitributable to income that is exempt fronwhich affects the AMT foreign tax credit.
an affiliated group for alternative mini-tax under section 936 or 30A. See sectiofhis change has the effect of increasing
mum tax purposes. The proposed regulgs(g)(4)(C). Therefore, the exempt porthe amount of interest and other expenses
tions under section 904(d) provide rulegion of the dividend is, in effect, includedapportioned to dividend income from a
for determining a taxpayer’s foreign taxn adjusted current earnings (ACE) forsection 936 corporation. The regulations
credit limitation. purposes of computing the dividend recipwere intended to mitigate the treatment,
Also on May 14, 1992, final regulationsjent’s alternative minimum taxablefor AMT foreign tax credit purposes, of
(T.D. 8412, 1992-1 C.B. 271) under secincome. Dividends from a corporationsection 936 corporation dividends as pas-
tion 904(d) of the Internal Revenue Codgyith respect to which an election is insive income and would similarly mitigate
of 1986 (Code) were published in thesffect under section 936 or 30A (a sectiothe treatment of such dividends as sepa-
Federal Register(57 F.R. 20639). The 936 corporation) are eligible for the divi-rate limitation income in post-1993 tax-
final regulations added provisions thatiends received deduction for regular taable years.
were reserved in final regulations (T.Dpurposes. Section 243(b)(1)(B)(ii). Commentators wrote and testified at
8214, 1988-2 C.B. 220) published in the To the extent included in income, divi-the public hearing that Treasury and the
Federal Register(53 F.R. 27006) in 1988 dends from a section 936 corporation ttRS do not have statutory authority to
and also made other changes to the 198 affiliated United States corporation ddssue regulations under section 864(e)(5)
final regulations. Written comments werehot qualify for look-through treatmentexcluding section 936 corporations from
received with respect to the final and proynder section 904(d)(3) and §1.904-%he affiliated group solely for AMT pur-
posed regulations and a public hearinginder sections 904, 861(a)(2)(A), angoses. They contended that the AMT and
was held on September 24, 1992. 862(a)(2), such amounts generally areegular tax systems must remain parallel
On July 8, 1996, additional proposedreated as foreign source passive incomless a deviation is appropriate for sim-
amendments to the Income Tax Regulatiofexcept as otherwise provided in sectioplification purposes. However, the enact-
under section 904 (REG-209750-95904(q)). For taxable years beginning aftement of a separate limitation category for
1996-2 C.B. 484) were published in thdecember 31, 1993,  sectioncertain portions of dividends from section
Federal Register(61 F.R. 35696), address-56(q)(4)(C)(iii)(IV), added to the Code as936 corporations for AMT purposes,
ing the grouping rules under §1.904-4(chart of the Revenue Reconciliation Act okffective for taxable years beginning after
On January 11, 1999, final regulations (T.D1993 (Public Law 103—-66, 107 Stat. 3121993, demonstrates that, because of the
8805, 1999-1 C.B. 371) were published inRRA 1993), creates an AMT foreign taxACE adjustment, the AMT and regular tax
theFederal Register(64 F.R. 1505) finaliz- credit separate limitation for dividendforeign tax credit systems cannot operate
ing these amendments and portions of thRcome attributable to income that isexactly alike with respect to dividend
1992 proposed regulations, with modificaexempt from tax under section 936 oincome from section 936 corporations.
tions. 30A. The separate limitation applies sole- The amendments were proposed to
The significant points raised by thely for AMT purposes. apply to taxable years beginning after
comments to the 1992 final and proposed Thus, for taxable years beginning afteDecember 31, 1991. In response to a
regulations and at the hearing, and theecember 31, 1989, and before January ggmment, the applicability date of the
changes made to the proposed, temporango4, the portion of the dividends fromamendments to the regulations under
and final regulations, are discussed in theection 936 corporations that are adde8§1.861-9, 1.861-11, and 1.861-14 has
remainder of the preamble. After considpack into alternative minimum taxablebeen changed to taxable years beginning
eration of the comments received, thghcome as ACE adjustments are subject &fter December 31, 1989, to conform to
below-described amendments to the 19%Re separate limitation for passive incoméhe effective date of the statutory change.
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The regulations also provide a definitiorholder was repealed by TRA 1997, applicelarify the rule of the proposed regula-
of section 936 corporations that reflectable for distributions after August 5, 1997tions that the dividend recipient and the
the enactment of section 30A. With respect to distributions beforeimmediately preceding owner (or owners)
In addition, the regulations move theAugust 6, 1997, 8§1.904-4(g)(3)(ii) must be members of the same affiliated
flush text at the end of §1.861-11T(d)(6}hrough (iv) of the proposed regulationgroup both when the recipient acquires
to a new 81.861-11(d)(7). The new parasignificantly limited the circumstancesthe stock of the distributing corporation
graph (d)(7) provides, among otheunder which a dividend paid to a newfrom the immediately preceding owner
things, that the attribution rules of sectiorUnited States shareholder by a CFC out @ind when the recipient receives the divi-
1563(e) rather than the rules of sectiorarnings and profits accumulated while itlend.
318 will apply to determine indirect own-was a CFC (but before the recipient In response to a comment, the regula-
ership for purposes of §1.861-11T(d)(6)became a United States shareholdetipns clarify the LIFO ordering rule in
The change in the regulations to refer twould be treated as dividends from a nor§1.904—4(g)(3)(iii) of the proposed regu-
section 1563(e) is consistent with paracontrolled section 902 corporation. Theations (paragraph (g)(3)(ii)(C) of the
graph 7 of Notice 89-91 (1989-2 C.Bfinal regulations at 81.904-4(g)(3)(ii))(A) final regulations) for determining whether
408), which stated that the IRS intendsetain the proposed rule denying looka distribution from a CFC is attributable to
that the reference in §1.861-11T(d)(6) tthrough treatment only to new Unitedthe period after a more-than-90-percent
section 318 should instead be a referen&ates shareholders that acquire more thémited States shareholder became a
to section 1563(e), effective for all post90 percent of a CFC. This rule relaxed thenited States shareholder. The final reg-

1986 taxable years. statutory limitation to the extent necessarylations state that such a distribution
to avoid the administrative burdens thatomes first from the pool of post-acquisi-
IIl. §1.904 would arise if more than one Unitedtion undistributed earnings, next from the

States shareholder were entitled to l1ookt0/50 pool of post-1986 undistributed
through treatment on distributions of postearnings attributable to the pre-acquisition
1986 undistributed earnings but the lookperiod, if any, and finally on a LIFO basis
1. Distributions From Controlled Foreignthrough pools for each new shareholddrom any pre-acquisition earnings and
Corporations That are not Eligible forbegan in different years. profits attributable to pre-1987 accumu-
Look-Through Treatment Commentators argued that the reguldated profits.
tions should be further expanded to allow To reflect the amendments made to sec-

Section 1.904—4(g)(3)(i) provides that distook-through on pre-acquisition earninggion 904(d)(2)(E)(i) by TRA 1997, the
tributions made by a controlled foreign corfor all new shareholders that acquire dinal regulations provide at
poration (CFC) from earnings and profitdeast 10 percent of the voting power of th€1.904-4(g)(3)(ii)(D) that the denial of
accumulated before the distributing corporastock of a CFC, that is, to all new sharelook-through treatment to new more-than-
tion became a CFC are treated as dividentslders entitled to compute a credit fo®0-percent shareholders for distributions
from a noncontrolled section 902 corporadeemed-paid taxes under section 902 ad earnings and profits accumulated
tion. The final regulations reorganize thesection 960. Treasury and the IR®efore the recipient became a United
provisions of §1.904-4(g)(3) and include aleclined to adopt the suggestion, becaus&tates shareholder applies only to distrib-
reserved paragraph at §1.904—4(g)(3)(i)(C)he proposed regulations already relaxeations made before August 6, 1997.
The regulations are proposed to be amenddte statutory requirement to an appropriSection 1.904-4(g)(3) has been reorga-
in a separate document (REG-104683-0@}e extent. nized to separate the rules under section
published on page 407 of this Bulletin to A commentator suggested that th®04(d)(2)(E) that are applicable to distrib-
address the effect of an intervening periothtra-group  acquisition  rule  in utions after August 5, 1997, from the rules
when the corporation was not a CFC on th&1.904-4(g)(3)(ii)(C) of the proposed regthat are applicable only to distributions on
eligibility of the distributions for look- ulations (paragraph (g)(3)(ii))(B) of theor before that date.
through treatment. final regulations) should be revised to Rules substantially identical to the pro-

Prior to amendment by the Taxpayeapply when the new and old shareholdeqsosed section 904 regulations were pro-
Relief Act of 1997 (Public Law 105-34,0f a CFC are related under the attributioposed in 1995 under section 902. See
107 Stat. 312)(TRA 1997), sectionrules of sections 318 and 958, rather tharop. Reg. §1.902—1(d)(2)(ii) through (iv)
904(d)(2)(E)(i) provided that a CFConly to transfers within an affiliated (69 F.R. 2049; 1995-1 C.B. 959, 970),
would not be treated as a noncontrolledroup. Other commentators requestegind the reserved paragraph at
section 902 corporation with respect tdhat the exception be expanded to apply ®1.902-1(d)(3)(ii) (1997). A commenta-
distributions from earnings and profitsnontaxable transfers of stock in which théor noted that the effective date included
that were accumulated while the corporanew and old shareholders cease to lbe the proposed section 902 regulations
tion was a CFC and, except as provided imembers of the same affiliated groupapplied to taxable years beginning after
regulations, the taxpayer was a Unitedreasury and the IRS decline to expanBecember 31, 1986, while the proposed
States shareholder in such corporatiothe scope of the intra-group exception tapplicability date for the substantially
The rule limiting look-through treatmentthe 90-percent shareholder rule, whiclidentical regulations proposed under sec-
to earnings and profits accumulated whilapplies only for distributions prior to tion 904(d) applied to taxable years begin-
the taxpayer was a United States sharédugust 6, 1997. The final regulationsning after December 31, 1991. Since sec-

A. Changes to the 1992 Proposed
Regulations.
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tion 904(d)(2)(E)(i) applies to all taxabledend category. The revised rule applies to The 1992 final regulations, which gen-
years beginning after 1986, the final regutaxable years beginning after Decembegrally look to foreign law rules for pur-
lations adopt the earlier applicability date31, 1991. However, taxpayers may relposes of determining the year or years to
and amend the reserved paragraph ab the proposed regulations for taxablevhich a reduction in foreign tax relates,
8§1.902-1(d)(3)(ii) to add a cross referyears beginning before January 1, 2001.were intended to apply LIFO default rules
ence to the final section 904 regulations. The final regulations adopt the pro4in order to avoid multiple redetermina-
, i posed rule that a shareholder entitled tiions under section 905(c) in situations
2. Succeeding Shareholders’ Treatment |y _through treatment on pre-acquisitiowhere a tax reduction applies to a distrib-
of Additional Taxes on Previously Taxed garnings treats additional taxes imposegtion of previously taxed income that is
Income Recognized by Prior on distributions of previously taxed pasireated under foreign law as made out of a
Shareholders sive income as allocable to the generahulti-year pool of income.  See
In response to a comment,”mit"?‘tioln cfa\tegory. Th.is rule applies t081.905-3T(f) (.requiring.a rgdeterminatipn
§1.904-4(c)(6)(iv) of the proposed reguf"_" d[strlbutlons of previously taxed pas-of Fieemed paid taxes, in lieu of a pooling
lations is revised. Section 1.904—4(c)(6§Ve income after August 5, 1997. adjustment, when corporate tax is reduced

provides rules for applying the high-taxg Special Rules for Dividends Between in connection with a distribution of previ-
kick-out from the passive limitation cate-cpcg ously taxed income).
gory when additional taxes are paid or In response to a comment,
deemed paid with respect to a distribution Section 1.904-5(i)(3) of the proposec+-904—4(C)(7)(i) and §1.904-4(c)(8)
of previously taxed passive income thategulations, reducing to ten percent thEX@mple 9are revised to clarify that if a
had been included in income in an earliecommon ownership threshold for divi-l0réign country’s law allocates a foreign
year under section 951(a)(1). Paragraptends between CFCs to qualify for look{@X reduction to a pool or group contain-
(c)(6)(iv) applies when a new shareholdethrough treatment, is finalized as proind income from more than one taxable
acquires stock in a controlled foreign corposed, applicable to taxable year¥€ar and that pool or group is defined
poration after income has been includetieginning after December 31, 20000ased on a characteristic of the income
in the prior shareholder’s income undeHowever, taxpayers may choose to appl{for €xample, the rate of tax paid with
section 951(a)(1) but before the income ithe rule to taxable years beginning afteieSPECt 0 the income) rather than based
distributed and subjected to additionaDecember 31, 1991, so long as appropr2 the taxable year in which the income is
foreign tax. ate adjustments are made to eliminate afiF/ved. then foreign law is not considered
As proposed, paragraph (c)(6)(iv) prodouble benefit arising from the applical® SPECify a year or years to which the tax
vided that new shareholders entitled ttion of the rule to taxable years that ar&eduction applies and the last-in first-out
look-through treatment on distributions ofot open for assessmenExample 2of ~(HIFO) default rule applies.
pre-acquisition earnings (U.S. shareholdproposed §1.904-5(i)(4) is also finalized, N réSponse to a comment, a new para-
ers that acquired 90 percent or less of theith modifications described in Il B.4 of 9r@Ph (C)(5)(v) has been added to
distributing corporation) would place thethis preamble, below, relating to change81-904—4 t0 supply a cross-reference to
additional taxes in the general limitatiorto correct errors ifExample 1in the 1992 (he rule that, pursuant to the general rule
category. However, new shareholdernal regulations. of section 904(d)(3)(E), passive income
who were not entitled to look-through _ excluded _from foreign personal holdlqg
treatment (because the sharehold&® Changes to the 1992 Final company income under the subpart F high

acquired more than 90 percent of the didxegulations. Eax (;,\x(;:eption of sltalgtiqtn t5.954(b)(4) Wi”tt':ﬁ
tributing corporation) would place the T imitat reated as general imitation income at the
taxes in the general limitation or noncon-l' Passive Limitation FOGEI Income  crc Jevel unless the special rule in
trolled section 902 corporation category, Section 1.904—4(b)(1)(i) is amended t§1-904-4(c)(7)(iii) applies.
dep_endmg on whgther or not th_e associattarify that, for taxable years peg!nmng4_ Examples lllustrating Look-Through
ed income inclusion of the prior shareafter December 31, 1992, passive inCOMBjes for Dividends and Interest
holder was high-taxed income. does not exclude foreign oil and gas

A commentator argued that the latteextraction income (as defined in section In response to comments,
rule’s dependence on whether income we&07(c)). This amendment reflects th&1.904-5(i)(4) Example 1and Prop.
high-taxed or not in the hands of the prerepeal of section 904(d)(2)(A)(iii)(IV), §1.904-5(i)(4) Example 2are revised.
vious shareholder, for purposes of detewhich excluded FOGEI from the defini-The 1992 version dExample lwas erro-
mining the treatment of the taxes in théion of passive income, by sectionneous because, although the first-tier CFC

hands of a new 90-percent shareholdet3235(a)(2) of RRA 1993. in that example owns only 40 percent of
added unnecessary complexity. In ) the second-tier CFC, the second-tier CFC
response to the comment, the regulatiorfs High-tax Kickout owns 100 percent of the third-tier CFC.

amend §1.904-4(c)(6)(iv) to provide that ggction 1.904—4(c)(4)(ii) is revised tol herefore, the second- and third-tier
a shareholder not entitled to look-throughafiect the addition of §1.904-4(c)(3)(iv). CFCs are related look-through entities
on pre-acquisition earnings must treat the and the look-through rules of
additional taxes as allocable to the nor3. Reduction in Tax on Distribution of ~ 8§1.904-5(i)(1) apply to interest payments
controlled section 902 corporation divi-Previously Taxed Income between them. The section 904(d)(3)(B)
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look-through rule for subpart F inclusionghat, in the case of a financial servicesides rules for allocating foreign taxes to
applies to the U.S. parent’s recognition oéntity, if foreign taxes are imposed orseparate categories. The current regula-
subpart F income of the second-tier CFGmounts that are not income under Unitetions determine the income to which the
attributable to the interest paid by theStates tax rules (a base difference), thereign taxes relate by reference to for-
third-tier CFC. foreign taxes will be placed in the limita-eign law (taxes are related to income if the
Example 2of the proposed regulationstion category for financial servicesincome is included in the tax base upon
reached the correct result but applied ancome rather than the general limitationvhich the foreign tax is imposed).
incorrect rationale. Just asBxample 1 category. The commentator argued thadforeign taxes are allocated and appor-
on the facts of proposeixample 2the financial services entities typically havetioned to separate categories by reference
related look-through entity rules ofno general limitation income, and that théo the separate categories to which the
§1.904-5(i)(1) would apply to distribu-financial services category essentialljncome taxed under foreign law would be
tions between the second- and third-tieserves as the residual basket for financialssigned under U.S. tax principles. See
CFCs even without the application of theservices entities. §1.904-6(c)Example 5 Comments are
special rule for dividends in proposed Treasury and the IRS decline to adopequested on the manner in which the reg-
§1.904-5(i)(3). Examples land 2 are the suggested change. Treasury and thiations could be made easier to under-
revised to illustrate the different ownerdRS believe that most cases in which forstand and apply.
ship thresholds that are required in ordegign tax is imposed in the absence of
for the look-through rules to apply toconcurrent associated income inclusion i
interest and dividends paid betweeithe United States are properly analyzed as|t has been determined that this
CFCs. The regulations also add a neWavolving a timing difference rather than arreasury decision is not a significant reg-
Example 3to further clarify the applica- base difference. A timing differenceyjatory action as defined in Executive
tion of §1.904-5(i). occurs when foreign tax is imposed on apyrder 12866. Therefore, a regulatory

. item that would be income under Unitethssessment is not required. It also has
5. Treatment of Section 951(a)(1)(B)  states tax principles if it were recognizegyeen determined that section 553(b) of the

Inclusions as Dividends for U.S. tax purposes in the same yeapdministrative Procedure Act (5 U.S.C.

Paragraph (m)(4) of §1.904-5 is amendgirfizrseur:ieznd(ir:he\/vxi?csh bfiliz\i/enthg( bf‘ssﬁﬁapter 5) does not apply '{0 these regula-
ed to clarify that, for purposes of the section  ~ = = F T thatgthe Unitea:)ns’ and because the notice of proposed
904(g) re-sourcing rules, section p lemaking preceding the regulations was

States would never recognize as incomgssued prior to March 29, 1996, the

951(a)(1)(B) inclusions are treated as diV|Such as a gift) rarely oceur. According| id
dends sourced under tipeo rata rule of g y : glyRegulatory Flexibility Act (5 U.S.C.

section 904(g)(4) and §1.904-5(m)(4)% special rule for base differences ofhapter 6) does not apply. Pursuant to

financial services entities is not required.section 7805(f) of the Code, the notice of

Section 904(g)(2) provides a rule for sourc- However. Treasurv and the IRS are co . :
ing section 951(a) inclusions, which literal-_. , . ' y e fbroposed rulemakmg_precedmg these reg-
3|der|ng whether additional rules are neediations was submitted to the Small

ly include section 956 inclusions describe . . . e .
y d to clarify the operation of Business Administration for comment on

: ) : e
|tn s?ctlon 951(a)(1t) (?' S?; tlg n-904(9),[(-2)8"1-90445(3)(1)(iV)- For example, Treasurts impact on small business.
reals an amount described n Sectiofl, yhe RS are considering whether the

951(a) as U.S. source income to the eXteRLy jlations should be revised to addredarafting Information

!t is atiributable to "e”.‘s of U.S. So.urceexplicitly situations in which a foreign
income of the foreign corporation.

. . country and the United States recognize,_.. ;
Inclusions under section 951(a)(1)(A) ar%iffererxt amounts of income or charact(‘(:]erizSlatlons 's Rebecca I Rosenberg of the

measured by tracing the inclusion directl - . Bifice of Associate Chief Counsel
to the items of income received by a CFC)f,he income dlfferently_, for example, as. International), within the Office of Chief

. L ) ) esult of differences in calculating basis | h |
Like an actual dividend, an increase in earyy. - iccies under consideration. inclu Counsel, IRS. However, other personne

ings invested in U.S. property that is includ om the IRS and Treasury Department

s X ‘the appropriate treatment of situations :? o . '
. . . articipated in their development.
ed in income under section 951(a)(1)(B) Which a timing difference occurs but ther P % % % % P

treat?d as pa_ud pro rata out _Of all of thes more than one possible characterization

CFC's earnings and _proflts. _Se%f the income that might be recognized idoption of Amendments to the
81.904-5(c)(4)(1).  The final regulationsyo f,re for U.S. tax purposes, and situdRegulations

amend §1.904-5(m)(4)()) to clarify thations in which the United States and anoth-

section  904(g)(2) ~ sources  SECUOR contry perceive different taxpayers as Accordingly, 26 CFR part 1 is amended
951(a)(1)(B) inclusions by applying theo
rata rules of section 904(g)(4).

§pecial Analyses

The principal author of these final reg-

realizing the same income (with or withou@S follows:

a timing or characterization difference)PART 1—INCOME TAXES

Comments are requested on the appropriate

scope and content of additional guidance on Paragraph 1. The authority citation for

these types of issues. part 1 is amended by adding citations for
A commentator requested that Treasury and the IRS are also considef§81.861-9, 1.861-ll and 1.861-14 to read

81.904-6(a)(1)(iv) be revised to provideang clarifying §1.904—6(a)(1), which pro-as follows:
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Authority: 26 U.S.C. 7805 * * * income under sections 861(a)(2)(A)only the interest expense incurred by the
Section 1.861-9 also issued under 2862(a)(2), and 904(d)(2)(A) and the regugroup member during the period of mem-
U.S.C. 863(a), 26 U.S.C. 864(e), 2dations under those sections. For taxableership shall be allocated and apportioned
U.S.C. 865(i), and 26 U.S.C. 7701(f). * *years beginning after December 31, 1993s if all members of the group were a sin-
* stock in a related section 936 corporatiogle corporation. In this regard, assets held
Section 1.861-11 also issued under 26ould be characterized for alternativeduring the period of membership shall be
U.S.C. 863(a), 26 U.S.C. 864(e), 26ninimum tax purposes as an asset subjeetken into account.  Other interest
U.S.C. 865(i), and 26 U.S.C. 7701(f).to the separate limitation for section 93@&xpense incurred by the group member
Section 1.861-14 also issued under 2€orporation dividends because the stoadturing its taxable year but not during the
U.S.C. 863(a), 26 U.S.C. 864(e), 26roduces foreign source dividend incomeeriod of membership shall be allocated
U.S.C. 865(i), and 26 U.S.C. 7701(f).* *that, for alternative minimum tax purpos-and apportioned without regard to the
* es, is subject to a separate foreign taxther members of the group.
Par. 2. Section 1.861-9 is added to readdedit  limitation  under  section (2) Inclusion of section 936 corpora-
as follows: 56(g9)(4)(C)(iii)(IV). However, stock in a tions—(i) Rule—(A) In general Except
i i section 936 corporation is characterizeds otherwise provided in paragraph
§1.861-9 Allocation and apportionment 55 5 .S, source asset to the extefd)(2)(i)(B) of this section, the exclusion
of interest expense. required by section 904(g). For the defiof section 936 corporations from the affil-
(a) through (h)(4) [Reserved]. For fyr-Nition of the temsectiq_n 936 corporation iated group under section 1504(b)(4) QOes
ther guidance, see §1.861-9T(a) througﬂeem§1.861—1;(d)(2)(||). . not apply for purposes of this .sectlon.
(i) Effective date This paragraph Thus, a section 936 corporation that
(h)(4). . - ) :
d (N)(5) applies to taxable years beginningneets the ownership requirements of sec-
persons—(i) General rule Stock in a after December 31, 1989. tion 1504(a) is a member of the affiliated

related person held by the taxpayer or by Par 3. In 81.861-9T, paragraph (h)(Syroup. _
another related person shall be charactdr- revised to read as follows: (B) Exception for purposes of alterna-

| PP .
of the taxpayer's pro rata share of assefs interest expense (temporary). e}ﬁlllated group qf section 936 corpora-
held by the related person attributed to tions under section 1504(b)(4) shall be

each statutory grouping and the residudl™ ** * operative for purposes of the application

grouping under the stock characterization (h) * ** of this section solely in determining the
rules of §1.861-12T(c)(3)(ii), except that (5) [Reserved]. For further guidance@mount of foreign source alternative min-

(h)(5) Characterizing stock in relate

the portion of the value of intangiblesee 81.861-9(h)(5). imum taxable income within each sepa-
assets of the taxpayer and related persons R rate category and the alternative mini-
that is apportioned to the related person Par. 4. Section 1.861-11 is added tgwm tax foreign tax credit pursuant to

under §1.861-9T(h)(2) shall be charactefead as follows: section 59(a). Thus, a section 936 corpo-

ized on the basis of the net income befor. ) . ration that meets the ownership require-
. §1.861—ll Special rules for allocatin m ; ;
interest expense of the related perso P 9 ents of section 1504(a) is not a member

d apportioning interest expense of an of the affiliated group for purposes of

within each statutory grouping or residua ffil : al [
. 7 . ated group of corporations.

grouping (excluding income that is pas- group P d:atermn.nng the amount of fobfle'QU source

sive under §1.904-4(b)). (a) through (c) [Reserved]. For furthe@lt€rnative minimum taxable income

(i) Special rule for section 936 corpo-guidance, see §1.861-11T(a) through (c)Vithin each separate category and the
rations regarding alternative minimum (d) Definition of affiliated group—(1) a/térnative minimum tax foreign tax cred-
tax. For purposes of characterizing stockseneral rule For purposes of this section,|t Pursuant to section 59(a). _
in a related section 936 corporation ifin general, the termaffiiated grouphas _ (i) Section 936 corporation defined
determining foreign source alternativehe same meaning as is given that term yPT PUrPoses of this section, §1.861-9,
minimum taxable income within eachsection 1504, except that section 936 cofnd 81.861-14, the tersection 936 cor-
separate category and the alternative miporations are also included within thdPoration means, for any taxable year, a
imum tax foreign tax credit pursuant tcaffiliated group to the extent provided incOrPoration with an election in effect to
section 59(a), the rules ofparagraph (d)(2) of this section. Sectioh® €ligible for the credit provided under
§1.861-9T(g)(3) shall apply and1504(a) defines an affiliated group as ong€ction 936(a)(1) or section 30A for the
§1.861-9(h)(5)(i) shall not apply. Thusor more chains of includible corporationd@x@ble year. _ _
for taxable years beginning afterconnected through 80-percent stock own- (i) Example This example illustrates
December 31, 1989, and before Januamrship with a common parent corporatiof’€ Provisions of paragraph (d)(2)(i) of
1, 1994, stock in a related section 93@hich is an includible corporation (asth'; secPon/:A o X Lof the stock of
qorporgt_ion is characterized for aItemadefined in §ection 1504(b)). In the case of xnlgss_ém)tesa;f aﬁiﬁ;‘gz agr;’u; gfsézfpoc;a_
tive minimum tax purposes as a foreigm corporation that either becomes or ceagsns within the meaning of section 1504(a) and uses
source passive asset because the staekto be a member of the group during thie tax book value method of apportionment. In
produces foreign source passive dividencourse of the corporation’s taxable yea000,Y owns all of the stock of Z, a section 936 cor-
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poration. Z manufactures widgets in Puerto Rico. tase may be). The loss must be recaptured in subse-(d) (1) and (2) [Reserved]. For further
purchases these widgets and markets them exclguent years under the rules of section 904(f) for p“buidance see §1.861-11(d)(1) and (2).

sively in the United States. Of the three corporaposes of the alternative minimum tax foreign tax’ , 4 4 4 «

tions, only Z has foreign source income, whichcredit. * * * . .
includes both qualified possessions source invest- (jv) Effective date This paragraph (7) Special rules for the application of
ment incon}e ant(_J ge;oe‘:alzl,imitatil(_): ;ncome. '_:Ogd)(Z) applies to taxable years beginnin§_1-861‘11T(d)(6) [Reserved]_. F.0r spe-
urposes of section , Z's qualified possession

purp q p Sfter December 31, 1989. cial rules for the application of

source investment income constitutes foreign sour
passive income. In computing the section E1J30A ben- (d)(3) through (6) [Reserved]. For fur'?i'fél*_llT(d)(G)’ see §1.861-11(d)(7).

efit, Y and Z have elected the cost sharing methodher guidance see 81.861-11T(d)(3 ) )
Of the three corporations, only X has debt and, thushrough (6). Par. 6. Section 1.861-14 is added to
only X incurs interest expense. (7) Special rules for the application ofread as follows:

(B) Analysis for regular tax Assume first that X §1.861-11T(d)(6) The attribution rules §1.861-14 Special rules for allocating

has no alternative minimum tax liability. Under . ; P :
paragraph (d)(2) of this section, Z is treated as @f Section 1563(e) and the regU|at|0n§nd apportioning certain expenses (other

member of the XY affiliated group for purposes ofunder that section shall apply in determinthan interest expense) of an affiliated
allocating and apportioning interest expense for redng indirect ownership under group of corporations
ular tax purposes. As provided in §1.861-11T(b)(2)g1 861-11T(d)(6). The Commissioner () through (c) [Reserved]. For further

section 864(e)(1) and (5) do not apply in computing 1 1o a the authority to disregard trust§uidance, see §1.861-14T(a) through (c).
the combined taxable income of Y and Z under sec- ] = (d) Definition of affiliated arou (1)
tion 936, but these rules do apply in computing th@a@rtnerships, and pass-through entities group-

foreign source taxable income of the XY affiliatedthat break affiliated status. Corporation§5enefa| rule For purposes of this sec-
group. The effect of including Z in the affiliated described in §1.861-11T(d)(6) shall bdion, the termaffiliated group has the
group is that X, the only debtor corporation in thet_:onsidered to constitute members of agame meaning as is given that term by

group, must, under the asset method described ffijiated group that does not file a consolsection 1504, except that section 936 cor-
8§1.861-9T(g), apportion a part of its interest orations (as defined in
expense to foreign source passive income and fodated return and shall therefore be sufp

eign source general limitation income. This igect to the limitations imposed under81.861-11(d)(2)(ii)) are also included
because the assets of Z that generate qualified p&1.861-11T(g). The affiliated group fil-within the affiliated group to the extent
_ses_siops source in\_/estment_income apd general ”'ihg a consolidated return shall be consigerovided in paragraph (d)(2) of this sec-
itation income are included in computing the 90Uy a4 to constitute a single corporation fotion. Section 1504(a) defines an affiliated

apportionment fractions. The result is that, under . . . .
section 904(f), X has an overall foreign loss in bottPUrPOSES of applying the rules ofgroup as one or more chains of includible

the passive and general limitation categories, whic81.861-11T(g). For taxable years beginsorporations connected through 80%
currently offsets domestic income and must b@ing after December 31, 1989stock ownership with a common parent
recaptured against any subsequent years foreigg 861—11T(d)(6)(i) shall not apply incorporation which is an includible corpo-
f:sspse“gvgjouﬂzef:‘hi i?::;?'ﬂgrgztc'ggn INCOMEqatermining foreign source alternativeration (as defined in section 1504(b)). In
(C) Analysis for alternative minimum tax MiNIimMum taxable income within eachthe case of a corporation that either
Assume, alternatively, that X is liable to pay theSeparate category and the alternative milbecomes or ceases to be a member of the
alternative minimum tax. Pursuant to section 59(ajmum tax foreign tax credit pursuant togroup during the course of the corpora-
X must compute its alternative minimum tax foreignsection 59(a) to the extent that such appliion’s taxable year, only the expenses
;ixacnr:r‘:]';fl‘j;;’fﬁfr‘:‘)&g(’tﬁgﬁz ?ﬁf;'ﬁi?;;:‘ezsajﬁation would result in the inclusion of aincurred by the group member during the
taxable income. Under paragraph (d)(2)(i)(B) of thiSection 936 corporation within the affiliat-period of membership shall be allocated
section, for purposes of the apportionment of interl€d group. This paragraph (d)(7) applies tand apportioned as if all members of the
est expense in determining alternative minimum taxtaxable years beginning after Decembejroup were a single corporation. In this
able income within each limitation category, Z is not31, 1986. regard, the apportionment factor chosen

considered a member of the XY affiliated group. .
Thus, the stock (and not the assets) of Z are includ- (e) through (g) [Reserved]. For furthershall relate only to the period of member-

ed in computing the group apportionment fractionsguidance, see §1'861_11T(e) Fhroth (95hip.  For example, if apportionment on
Pursuant to sections 59(g)(4)(C)Gii)(1v), Par. 5. Section 1.861-11T is amendeghe basis of assets is chosen, the average
861(a)(2)(A), and 862(a)(2), dividends paid by aby: amount of assets (tax book value or fair
section 936 corporation are foreign source income 1. Revising paragraphs (d)(1) andnarket value) for the taxable year shall be

subject to a separate foreign tax credit limitation fo d)(2 . .
altermative minimum tax purposes.  Thus, undeg )(2). multiplied by a fraction, the numerator of

§1.861-9T(g)(3), the stock of Z must be considered 2: R€moving the concluding text fol-which is the number of months of the cor-
attributable solely to the statutory grouping consistOWing (d)(6)(ii). poration’s taxable year during which the

ing of foreign source dividends from Z. The effect 3. Adding paragraph (d)(7). corporation was a member of the affiliat-
of excluding Z from the affiliated group is that X The revisions and additions read as fobd group, and the denominator of which is

must apportion a part of its interest expense to t WS: h b f h ithin th
separate category for foreign source dividends from the number of months within the corpora-

Z in computing alternative minimum taxable incomegq gg1_11T Special rules for a”ocating[ion's taxable year. If apportionment on
within each separate category. If, as a result, under_ .. . i i i
p gory nd apportioning interest expense of afhe basis of gross income is chosen, only

section 904(f), X has a separate limitation loss or an” . . ross income aenerated during the period
overall foreign loss in the category for dividends@ffiliated group of corporations g g 9 P
of membership shall be taken into

from Z for alternative minimum tax purposes, ther(temporary). ; )
that loss must be allocated against X’s other income account. If apportionment on the basis of

(separate limitation or United States source, as tie* * * * units sold or sales receipts is chosen, only
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units sold or sales receipts during the perg1.902—1 Credit for domestic corporate (g) * * *
od of membership shall be taken intshareholder of a foreign corporation for (2) * * *
account. Expenses incurred by the groujpreign income taxes paid by the foreign (v) Examples.

member during its taxable year, but notorporation. (3) Special rule for dividends paid by a
during the period of membership, shall bg ‘o x controlled foreign corporation.

allocated and apportioned without regard (i) Distributions out of earnings and prof-
to other members of the group. This (d) >~ its accumulated when the distributing cor-

paragraph (d)(1) applies to taxable years (_:,J’) o ) . poration was not a controlled foreign cor-
beginning after December 31, 1989. (ii) * * * For rules regarding dividend . a4on

(2) Inclusion of section 936 corpora-distributions before August 6, 1997, 1Ay General rule.
tions—(i) General rule Except as other- Certain more-than-90-percent U”'“?‘%B) Ordering rule.
wise provided in paragraph (d)(2)(ii) ofStates shareholders of a controlled foreigit) Effect of intervening noncontrolled
this section, the exclusion from the aﬁi“_corfgr?tlon, see §1.904-4(g)(3)(ii). status.

* %

ated group of section 936 corporations ) . (D) Examples.

under section 1504(b)(4) does not apply Par 9. Section 1.904-0 is amended &) pre-august 6, 1997, dividend distribu-
for purposes of this section. Thus, a se ollows: ) ) tions out of earnings and profits accumu-
tion 936 corporation that meets the own- 1- Amending the entries for 81.904-4,04 pefore a more-than-90-percent
ership requirements of section 1504(a) iy: . . United States shareholder became a
a member of the affiliated group. a. Adding entries for paragraphgniteq States shareholder.

(i) Exception for purposes of alterna-(€))(V), (C)(E)(V)(A), and ()(6)(IV)(B). (a) General rule.
tive minimum tax The exclusion from the P- Adding an entry for paragraphg) gxception for intra-group acquisi-

affiliated group of section 936 corpora—(g)(z)(v)' . ) tions.

tions under section 1504(b)(4) shall be C: Revising the entries for paragraphgcy ordering rule.

operative for purposes of the applicatio9)(3) and (@)(3)(0). - (D) Distributions after August 5, 1997.

of this section solely in determining the d: Adding entries for paragraphsgy pxamples.

amount of foreign source alternative min{9))N(A), (©)(3)()(B), (9)(3)()(C), and iy Treatment of earnings and profits for
imum taxable income within each sepa(g)(3)(')(D); ) transition year.

rate category and the alternative minimum & Revising the entry for paragraphy pefinitions.

tax foreign tax credit pursuant to sectiof@ B)(i). (v) Effective date.

59(a). Thus, a section 936 corporation Adding entries for paragraphss s « «

that meets the ownership requirements &8)(3)(ID(A), (QG)((B), (9)(3)()(C), Par. 10. Section 1.904—4 is amended by:

section 1504(a) is not a member of th&)3)()(D), and (g)(3)(i)(E). 1. Revising the second sentence in

affiliated group for purposes of determin- 9- Revising the entries for paragraphga agraph (b)(1)(i)(B).

ing the amount of foreign source alterna(9)(3)(iii) and (g)(3)(). 2. Revising paragraph (c)(4)(ii).

tive minimum taxable income within each N: Adding an entry for paragraph 3 aqding a new paragraph (c)(5)(v).

separate category and the alternative mif(rg)_(3)(v)' . 4. Adding the text to paragraph

imum tax foreign tax credit pursuant to |- Removing the entry for paragraphc)g)iv).

section 59(a). (9)(4). o i 5. Adding a new sentence at the end of
(i) Effective date This paragraph 1he revisions and additions read as folsaragraph (c)(7)(ii).

(d)(2) applies to taxable years beginninbOWS: 6. Revising the second sentence of

after December 3.1, 1989. §1.904-0 Outline of regulation paragraph (9)(7)(iii). _
(d)(3) t.hrough (i) [Reserved]. For fur-5.ovisions for section 904. . 7. Amgndlng paragraph (c)(8) by revis-

ther guidance see §1.86l—l4T(d)(3§ ing the fifth sentence of paragraph (i) of

through (j). *ok ok koK Example 9and the fifth sentence of para-
Par. 7. In 81.861-14T, paragraph (d) i aph (ii) ofExample 9

— . gr
revised to read as follows: §(1)'490‘E4 Sepatr?te aptpl.lcatlcin of §ect|?r9 8. Revising paragraph (e)(3)(ii).
with respect to certain categories of o Adding the text to paragraph

§1.861—14T Spemal rl_JIes for allocating income. (€)(3)(iv) Example 2
and apportioning certain expenses (other*

* 10. R i i h 4
than interest expense) of an affiliated ( ; *ii parggrapidés)l(%r;ggng paragraph (g)(4) as
. C .
group of corporations (temporary). (5) * * * 11. Revising the heading for paragraph
AR (v) Coordination with section 954(b)(4). (d)(3) and revising paragraph (9)(3)(i)-
(d)(1) and (2) [Reserved]. For further(6) * * * 12. ngsmg the paragraph headings
guidance, see §1.861-14(d)(1) and (2). (iv) * * * and adding the text to paragraphs
* Kk ok K (A) General rule. (9)(3)(ii) through (iv).
Par. 8. Section 1.902—1(d)(3)(ii) is(B) Exception for U.S. shareholders not 13. Adding paragraph (g)(3)(v)-
amended by adding text to read as fokntitled to look-through. The revisions and additions read as fol-
lows: * Kk ok k% lows:
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81.904-4 Separate application of sectior1997, to new shareholders acquiring morty if the affiliated group as a whole meets
904 with respect to certain categories of than 90 percent of a controlled foreigrthe requirements of paragraph (e)(3)(i) of
income. corporation), is not entitled to look-this section. For purposes of this para-
.t ot through treatment with respect to pregraph (e)(3)(ii), affiliated group means an
) acquisition earnings and profits of the disaffiliated group as defined in section
(b)***(l)***.(')*_** tributing corporation, the increase inl504(a), determined without regard to
~ (B) * * * Passive income does nottreign taxes described in paragrapbection 1504(b)(3). In counting the
include any income that is also describeghyg)(iv)(A) of this section shall be treat-income of the group for purposes of deter-
in section 904(d)(1)(B) through (H), anyeq as taxes related to the noncontrolleatining whether the group meets the
export financing interest (as defined insection 902 corporation income of the disrequirements of paragraph (e)(3)(i) of this
section 904(d)(2)(G) and paragraph (h) ofiputing corporation. section, the following rules apply. Only
this section), any high taxed income (as (c) Effective date This paragraph the income of group members that are
defined in section 904(d)(2)(F) and paracc)(s)(iv) applies to taxable years beginUnited States corporations or foreign cor-
graph (c) of this section, or, for taxableying after December 31, 1986. Howeveporations that are controlled foreign cor-
years beginning before January 1, 1993¢r taxable years beginning beforeporations in which United States members
any foreign oil and gas extraction incomeanyary 1, 2001, taxpayers may rely onf the affiliated group own, directly or

(as defined in section 907(c)). * * * §1.904—-4(c)(6)(iv) of regulations projectindirectly, at least 80 percent of the total
rrwwE INTL-1-92, published at 1992-1 C.B.voting power and value of the stock shall
(c)*** 1209. See §601.601(d)(2) of this chaptehe included. For purposes of this para-
(4) *** (7) *** graph (e)(3)(ii), indirect ownership shall

(i) Income from sources without the (jj) * * * For purposes of this paragraphbe determined under section 318 and the
QBU's country of operatian Passive (c)(7)(ii), foreign law is not considered toregulations under that section. The
income from sources without the QBU'sattribute a reduction in tax to a particulaincome of the group will not include any
country of operation shall be grouped ojear or years if foreign law attributes théncome from transactions with other
the basis of the tax imposed on thagyx reduction to a pool or group containmembers of the group. Passive income
income as provided in paragraphs (c)(3)(thg income from more than one taxablavill not be considered to be active financ-

through (iv) of this section. year and such pool or group is defineihg income merely because that income is
wrEE based on a characteristic of the incomearned by a member of the group that is a
(5)**~* (for example, the rate of tax paid withfinancial services entity without regard to

(v) Coordination with  section respect to the income) rather than on thée rule of this paragraph (e)(3)(ii). This
954(b)(4) For rules relating to passivetaxable year in which the income isparagraph (e)(3)(ii) applies to taxable
income of a controlled foreign corporaerived. years beginning after December 31, 2000.
tion that is exempt from subpart F treat- (iii) * * * If a taxpayer excludes passive *****
ment because the income is subject §dcome from a controlled foreign corpora- (iv) * * *
high foreign tax, see section 904(d)(3)(E)ion’s foreign personal holding company Example 2 Foreign corporation A, which is not

§1.904—4(c)(7)(iii), and 81.904-5(d)(2). income under these circumstances theﬁr,comro"ed foreign corporation, owns 100 percent
! of the stock of domestic corporation B, which owns

(6) o . . notwithstanding the general rule OflOO percent of the stock of domestic corporation C.

(iv) Increase in taxes paid by succesg1.904-5(d)(2), the income shall be COna aiso owns 100 percent of the stock of foreign cor-
sors—(A) General rule Except as pro- sidered to be passive income until distribporation D. D owns 100 percent of the stock of
vided in paragraph (c)(6)(iv)(B) of this ution of that income.* * * domestic corporation E, Which owns 1QO percent of
section, if passive earnings and profits (8) * * * the stock of controlled foreign corporation F. All of

. . . . . ,_ the corporations are members of an affiliated group
previously included in income of a United Example 9 (i) * * * Under country G's ihin the meaning of section 1504(a) (determined

States shareholder are distributed to a peéaw, distributions are treated as made owithout regard to section 1504(b)(3)). Pursuant to
son that was not a United States sharef a pool of undistributed earnings subjeataragraph (e)(3)(ii) of this section, however, only the
holder of the distributing corporation into the 50% tax rate. * * * income of B, C, E, and F is counted in determining

the year the earnings were included, any (i) * * * Country G treats the distribu- whether the group _meets_ the requirements of para-
. in f . taxes paid or accrued f . f the 50% graph (e)(3)(i) of this section. For the 2001 taxable
Increase In toreign ta p on of earnings as out of the 0 tax ratyear, B's income consists of $95 of active financing

or deemed paid or accrued, on that distrpool of earnings accumulated in 1987 an@come and $5 of passive non-active financing
bution shall be treated as taxes related &«988. * * * income. C has $40 of active financing income and
genera| limitation income, regardless of * x x $20 of pas_sive_ non—_acti\_/e financing income. E has
whether the previously-taxed income was (e) * * * $70 of active financing income and $15 of passive
. . . non-active financing income. F has $10 of passive
considered high-taxed income under sec- (3) * * * income. B and E qualify as financial services enti-
tion 904(d)(2)(F) in the year of inclusion. (i) Special rule for affiliated groups ties under the entity test of paragraph (e)(3)(i) of this
(B) Exception for U.S. shareholdersin the case of any corporation that is not gection. Therefore, B and E are financial services
not entitled to look-throughin the case of financial services entity under paragrapﬁ’;]‘g::siswghf?:;nrceigf‘?e:\j’iC‘é":eé:teitr tgidggf‘;fatf]ea
a United States sharehq'lder thgt, by .reaee)(S)(_{) of this section, but is a me_mber_oﬁcome of B and E shall be treategas financial ser-
son of paragraph (g)(3)(ii) of this sectioran affiliated group, such corporation Willyices income. C and F do not qualify as financial

(relating to distributions prior to August 6,be deemed to be a financial services engervices entities under the entity test of paragraph
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(e)(3)(i) of this section. However, under the affiliat-section 902, and the amount of foreign taxes deemed (2) The immediately preceding owner
nd F are Tmandial sennces enies because at 14937 acoumulated profis il be compued on L OWNErS were entitled to look-through
80 percent of the group’s total income consists ofear-by-year basispunder the rules pof sectioir,emr_nent on dls_trlbutlons f,rom the dis-
active financing income ($205 of active financing902(c)(6)(A) and §1.902—1(b)(3).  In 2000, ptributing corporation (determined after the
income is 80.4 percent of $255 total income). B'mcquires an additional 45% of the stock of S. Thu@pplication of paragraphs (g)(3)(i)) and
and E's passive income is not treated as actiier 2000 and subsequent years, S is a controlled fo(g)(3)(ii)(A) of this section); and

lest of paragraph (@)1 of the. seaion everprafts and pays & dvidend aut of prir years sarm o). BOU @t the time of such distribution
though i[t) is gtregted as financial services incomr;gs and przfii/s. Pursuant to para[;rapt): @)(3)(i) o"fmd a,lt th? t'_me that the dIVIder_]d reC|plent
without regard to whether the group satisfies théhis section, because S was not a controlled foreig@\cqu'red its interest from such immediate-
affiliated group test. Once C and F are determinecbrporation before 2000, the dividend to P will bdy preceding owner or owners, such recip-
to be financial services entities under the affiliatedreated as a dividend from a noncontrolled sectiojent and such preceding owner or owners
group rest, however,.all of.the pa§sive'income of th802 corporation. The dividend is treated as paid ﬁr?ére members of the same affiliated group
group is treated as financial services income. Thuseut of S's non-look-through pool of post-1986 undls—S

100 percent of the income of B, C, E, and F for 2001ributed earnings to the extent thereof, and then oSC}Mthm the meaning of section 1504(a)’

is financial services income. of S's pre-1987 accumulated profits on a LIFO basid€termined without regard to section
* ok ok Kk The entire dividend will be subject to a single sepal 504(b)(3)).
(g) * % * rate limitation for dividends from a noncontrolled (C) Ordering rule If, under paragraph
(3) Special rule for dividends paid by a>¢¢"°" 902 corporation. (9)(3)(ii) of this section (or under para-

controlled foreign corporation-(i)  _‘amples 2 through.4Reserved]  graphs (g)(3)(i)(A) and (g)(3)(ii) of this
Distributions out of earnings and profits (i) Pre-August 6, 1997, dividend distrib-section), a shareholder is not entitled to
accumulated when the distributing corpo~ton'S 04t of earnings and profits accumulatyook-through treatment, the determination
ration was not a controlled foreign corpo-S0 Pefore a more-than-90-percent Uniteghether a distribution from its controlled
ration—(A) General rule Distributions States shareholder became a United Statﬁ?reign corporation is attributable to pre-
from a controlled foreign CorporationSharehOIdefF(.A) General rule Look- acquisition earnings shall be made on a
shall be treated as dividends from a noryougn grlrlljmr)les:o no: gpf;é;otdlsnlbu"aﬂ-in first-out (LIFO) basis. Thus, a dis-
i i 1ons mace betore August 6, +10 2 MOrgripytion shall be deemed made first from
therefore o subject 1 fﬁ?ﬁ'ﬁﬂ}oﬁgaha”'.9°tpef.ce“t United States shareholder e post-1986  undistributed_eamings
rules of §1.904-5, to the extent that ththet‘?'t'fttr.'b““”g corporatan. © the extent théttributable to the period after the share-
istribution i : i ipistributions are made from €armings anfp|der became a United States sharehold-
g?éﬂ%ujig?e:jsdouurgn%f r?earriglc?sg 3\/?22 t?wre()glﬁs-rOfits accumulated before the taxpayegy in the distributing corporation, and then
tributing corporation was not a controlled . e & United States shareholder of thgm pre-acquisition earnings, in the order
foreign corporation distributing _corporation (pre-acquisitiogescribed in paragraph (g)(3)()(B) of this
(B) Orderin rulé The determination earnings). Therefore, in the case of a distriaction.
of the earnings to which a distribution2!ion Mmade before August 6, 1997, a dvi- (p) pistributions after August 5, 1997
from a controlled foreign corporation jsdend sf:allll bde tre?ted ggza leldent_d fromla?ook-through principles shall apply to
i _oncontrolied secton corporation, angistrihutions made after August 5, 1997,
?i‘:g»:_boul}? ?Lﬁpsor;agagg_ m-?ﬁss 02 ;S»:ﬁztlt ed Ig(l)lggz(_)ggz rllljlest of SleCt_i]?” 904(d)(3Yo a distribution from a contrgolled foreign
i ¢ and 3. shall not apply, f— corporation to a more-than-90-percent
tllggsshf:d?EtSSStzgdegﬁ?ﬁggS;I[ﬁﬁfa(ﬁta (1) The distibution is received by ayited States shareholder out of pre-
to the period after the distributing corpo?mteol Stta:Fsds?argholder, or b¥. an U?peé'cquisition earnings that were accumulat-
i i tier controlled foreign corporation of aeq in years during which the corporation
o Gootthrauon poote rast hom oaUnited States shareholder, a a tme Whaflas a_controlled foreign corporation.
non-look-through  pool of post-19855UCh United States shareholder is @ Morgyst.1986 undistributed earnings attribut-
undistributed earnings, if any, and fina||y”}at2'98?ptefetm Vnited States ShgrEho'dﬁble to the period after the shareholder
i "yre-19: of the distributing corporafion; an became a United States shareholder in the
gt]e?j tlrzgtsba% from pre-1987 aceumu (2) The more-than-90-percent Unitedyisyributing corporation and other post-
(C) Effect of intervening noncontrolled States shareholder was not a United Statgggg yngistributed earnings accumulated
status [Reserved] shareholder at the time the distributeqphjie the distributing corporation was a
(D) Examples The following exam- o nds and profits were accumulated bysnirolled foreign corporation shall be

! L the distributin rporation. i i i

ples illustrate the application of paragraph e(l?fj)SE:(l:Je tgi]o%ofg:)(?e:r(t)ain intra-arou combined into a single set of post-1986

(9)3)(i): | EXCep ( : group yndistributed earnings pools for each sep-
Example 1 S is a foreign corporation formed in vaUIS_I_tlonS Notv_wthstar_wdlng para_graph arate category described in

1980. Until 1992, S had no United States shard@)(3)(il)(A) of this section, a dividend g1 904-5(a)(1) as of August 6, 1997.

holders. In 1992, P, a domestic corporation, acquird@cipient shall be entitled to look-through (E) Examples The following exam-

10 percent of the stock of S. Thus, for 1992 and sureatment on a distribution out of pre

sequent years, S is a noncontrolled section 902 Coé'cquisition earnings if—

poration. Because the 10-percent ownership require-

ples illustrate the application of this para-

! o . graph (g)(3)(i):
ment of section 902(a) was not satisfied until 1992 (1) The dividend recipient is a United "~ Example 1 () P, a domestic corporation, owns
earnings accumulated by S before 1992 will be treadtates shareholder of the distributing cor00 percent of the stock of U, a controlled foreign

ed as pre-1987 accumulated profits for purposes @oration; corporation. In 1992, P sells 100 percent of the
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stock of U to T, an unrelated domestic corporationinterest in the stock of S. S has no income in 1999 nited States shareholder and which is an
out ofcarings and profts atrbabi 1 prior veararior years' carmings and profts. This paragrapP P -Uer_corporation as defined in
T is not relatgd to Ppand P’s ownership o?U Wﬁl nosfg)(fs){ii) does not gapply bgcause T acqiireg Ieps§;.902—1(a)(6.) with respect to the distrib-
be attributed to T. Because the dividend to T in 199than 90 percent of the stock of S. Thus, T is entitleHINg corporation.
is out of post-1986 undistributed earnings that art look-through treatment on dividends distributed (V) Effective date The provisions of
pre-acquisition earnings, the dividend will be treate@ut of pre-acquisition earnings, because such eartiis paragraph (g)(3) apply to taxable
as a _dividend from a noncont_rglled section 902 colings are att_ributable to periods in which S was a coryears beginning after December 31, 1986.
poration. In 1993, U pays a dividend to T out of curtrolled foreign corporation.
rent earnings and profits. T is entitled to look- (ji i i
e e o or. " © % (1) eament of earings 470 oSt January 1. 2001, taspayers may
(i) In September 1997, U pays a dividend to T : i . rely on 81.904-4(g)(3)(ii), (iii) and (iv) of
out of both post-acquisition earnings and pre-acquE-AINgS and profits accumulated in the, o a4iong project INTL-1-92, published
sition earnings accumulated while U was a contaxable year in which a corporatlpnat 1992-1 C.B. 1209. See §601.601(d)(2)
trolled foreign corporation. Under paragraphbecame a controlled foreign corporation

(9)(3)(ii)(D) of this section, T is entitled to look- or in which a more-than—90—percenfit£]I*S*Chapter'

thr%u%rr]ntgle: trznerz't)ontgz(;f:!timggrrgo?;gidgidhe;sdumted States shareholder became a Par. 11. Section 1.904-5 is amended as
X | | | . . . . . —.

owned 95 percent of the stock of S, a controlled forUnlted Sta_tes SharEhOIder shall be CO”S'?‘HOWS;
eign corporation, from the time of S's organizatior€f€d €arnings and profits accumulate

. . ) : . 1. The last sentence in paragraph (a)(3)

in 1990. Domestic corporation R owns the remainafter the corporation became a controlle% revised and one new sentence is added

ing 5 percent of the stock of S. On December ¥oreign corporation or the shareholder . :
2. Paragraph (d)(2) is amended by

1996, T, an unrelated domestic corporation, acquireaeCame a United States shareholder
P’s 95 percent interest in S. On December 31, 1996 removing the word “For” at the beginning

S pays a dividend out of current and prior yearsrespecuvely' of the first sentence and adding the lan-
uage “Except as provided in

earnings and profits. T is a more-than-90-percent (IV) Definitions The following defini-
United States shareholder of S at the time it receivéions apply for purposes of this paragrap : .
the dividend, but was not a United States shareholdg)(3): ; 1'904_4(C)(?)('!') (r_elatmg tO rgductlons
er at the time the distributed earnings were accumu- A)  More-than-90-percent United in tax upon distribution), for” in its place.
lated. Under this paragraph (g)(3)(ii), the portion o 3. Paragraph (g) is revised.

the dividend to T attributable to pre-acquisition earn-%tates Shareho'_derThe termmore-than- 4. Paragraph (h)(4) is amended by
ings will be treated as a dividend from a noncon90-percent United States shareholder

trolled section 902 corporation. Under paragrapineans, with respect to any controlled fOI’-addlng three new.sent.ences at the end.
5. Paragraph (i)(1) is amended by:

(9)(3)(iii) of this section, T will be entitled to look- eign corporation, a United States share- = /
through treatment on the portion of the dividend,o)der that owns more than 90 percent of a. ReV_|5|ng the third sentence.
Zg:f;::;'\e(;)(?’l)zg?c)e irfnt'ﬁigssszsg Or?r?::‘isaivilégithe total combined voting power of all g ?ﬁdmg anew sente?]cg a;’tt.he ng'd
received by T will be treated as cominé first from s'Classes of stock entitled to vote of the con- 7' F? text to paragrap M) is added.
. aragraph (i)(4Example 1is
revised.

However, for taxable years beginning

post-1986 undistributed earnings attributable tdrolled foreign corporation. In determin-
1996, and then from pre-acquisition earings. ing ownership for purposes of this defini- .
o e o yoa e tfon, the incitect stock onnership rules of & €112 paragraph ()(Example
profits. Under paragraph (g)(3)(i)(D) of this sec.S€Ctions 958 anql 318 and the regulatlor?s 9. Paragraph (i)(&xample 3s added.
tion, T will be entitled to look-through treatment onUNder those sections shall apply. h d and third f
the full amount of the dividend because all of S's (B) Non-look-through pool Except as 10. The second an t, Ird sentences o
earnings and profits were accumulated in years duptherwise provided, the termon-look- paragraph (m)(1) are reV!S?d- )

ing which S was a controlled foreign corporationtyrough poolmeans post-1986 undistrib- 11. Paragraph (m)(4)(|)_|s revised.

The dividends to R will be treated as passive |ncomeFed earnings accumulated during periods 12. Paragraph (m)(5) is amended by

because R owns less than 10 percent of the stock_% - A : removing the language “951(a)” from the
S and, therefore, is not entitled to look-through tread? Which the distributing corporation was_. 9 guag ()

ment. a noncontrolled section 902 corporatiofi'St Séntence and adding the language

Example 3 The facts are the same aExample  that was not a controlled foreign corpora‘-‘951(a)(1)(A)” in its place.

2 except that R, rather than T, acquires from P an 86 The revisions and additions read as fol-

percent interest in S in 1996. Although R was a oty ; lows:
shareholder of S before the acquisition, it was not a (C) Post-1986 undistributed earnings

United States shareholder because it did not own 1_-616 termpost-1986 U!"diStribUted earn-g1 904-5 Look-through rules as applied
percent of the voting stock of S. Thus, because Mgs has the meaning set forth ing controlled foreign corporations and
owns more than 90 percent of the stock of S, an§1.902-1(a)(9). other entities

received a distribution of earnings before August 7, (D) Pre-1987 accumulated profits
1997, that were accumulated before it became , % %
United States shareholder of S, this paragralp'ﬁhe term pre-1987 accumulated prOfItS (a)

(9)(3)(ii) applies and R is not entitled to look-Nas the meaning set forth in (3) * ** I_:or this purpose the con-
through treatment on the 1996 dividend. R is ent§1.902—1(a)(10). trolled group is any member of the affili-
tled to look-through treatment on the 1997 dividend. (E) Upper tier controlled foreign cor- ated group within the meaning of section
Etxalr“g'? 4 Since its OrEa”'Zs"orL'” 1980, Sa Z oration The termupper tier controlled 1504(a)(1) except that “more than 50 per-
confrofied foreign corporationl, 1as Heen owne oreign corporationof a United States cent” shall be substituted for “at least 80
percent by domestic corporation P and 40 percent by ) R . . .
domestic corporation R. On November 15, 199eShareholder means a controlled foreigpercent” wherever it appears in section

domestic corporation T acquires R's 40 percengOrporation in which the taxpayer is al504(a)(2). For taxable years beginning
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before January 1, 2001, the preceding sethird sentence of this paragraph (i)(1) Example 3 The facts are the same agample
tence shall be applied by substituting “5@hall be applied by substituting “50 per- €xcept that U pays both a $100 interest payment
percent” for “more than 50 percent’.  cent or more” for “more than 50 percent’ﬁgfe ﬁg’gsﬂ’gegd&o J’ngz(rj Ja?egr:szho(gg;:Z?tﬂg?sy
e each place it appears. section, T and U are related look-through entities,
(g) Application of look-through rules — ***** because T owns more than 50 percent (by vote and
to certain domestic corporations The (3) Special rule for dividends Solely value) of U. Therefore, look-through principles
principles of section 904(d)(3) and thisfor purposes of dividend paymentstPply to both the interest and dividend income paid
section shall apply to any foreign sourcéetween controlied foreign corporation:??nrcg‘rffer“aesd gzyn:raﬁoli;itzggnﬁntégi::bﬁ: dté'fzzrzf
interest, rents and royalties paid by & taxable years beginning after Decembejiapn (c)(1) of this section, P and V apply look-
United States corporation to a related coB1, 2000, two controlled foreign corpora-through principles to the resulting subpart F inclu-
poration. For this purpose, a Unitedions shall be considered related looksions, which therefore are also general limitation
States corporation and another corpordhrough entities if the same United State'?iome to P andV.
tion are considered to be related if onshareholder owns, directly or indirectly, at
owns, directly or indirectly, stock possessteast 10 percent of the total voting power (M) *** (1) *** For purposes of
ing more than 50 percent of the total votef all classes of stock of each foreign cordétermining the portion of a dividend paid
ing power of all classes of stock of theporation. Taxpayers may choose to appl accrued (or amount treated as a divi-
other corporation or more than 50 percerihis paragraph (i)(3) in taxable yeardl€nd, including amounts described in sec-
of the total value of the other corporationbeginning after December 31, 1991, protion 951(a)(1)(B)) by a controlled foreign
In addition, a United States corporatiorvided that appropriate adjustments argorporation thatis treated as from sources
and another corporation shall be considnade to eliminate any double benefit arig¥ithin the United States under section
ered to be related if the same Uniteihg from the application of this paragrapt?04(9)(4), the rules in paragraph (m)(4) of
States shareholders own, directly or indii)(3) to taxable years that are not open fdfiS Section apply. For purposes of deter-
rectly, stock possessing more than 50 peassessment. mining the portion of an amount included
cent of the total voting power of all class- (4) Examples* * * in gross income under section
es of stock or more than 50 percent of the Example 1 P, a domestic corporation, owns all 0f951(a)(1)(A) that is a_ttrlbUtab|e to income
total value of each corporation. For purthe stock of S, a controlled foreign corporation. ®f the controlled foreign corporation from

poses of this paragraph, the constructivogrr;i:r?tﬁiﬁ:r: :;r::‘rinségcf'gg T.a Country X corspyrces within the United States under
: ; gn corporation. These otinn 904(g)(2), the rules in paragraph

stock ownership rules of section 318 angmaining 60 percent of the stock of T is owned b . " .t

the regulations under that section apply, a domestic corporation. The percentages of val )(5) of this section apply.

For taxable years beginning beforeand vgting power of T owned by S and_V correspona o ) o )

January 1, 2001, this paragraph (g) shdf thelrtp(el,;rcent?ges gf st(lack) OV\;ntehrshth. 'kFO\]:ers 40 (4) *** (i) * ** Any dividend or dis-

: A ercent (by vote and value) of the stock of U, gripyti ivi i
be applled by SUbStltu“ng 50 percent 0E))ountry Z corporation that is a controlled foreigr?nbL:-tlon -tre?t(ej-d as @ dIVIder}[d- ur|1dderdthls
more” for “more than 50 percent” eachcorporation. The remaining 60 percent of U ioecton (including an amount included in
place it appears. owned by unrelated U.S. persons. U eamns excl@0SS Income under section 951(a)(1)_(B))

(h) * ** sively general limitation non-subpart F income. Ithat is received or accrued by a United
(4) * ** Similarly, a partnership (first 2001, U makes an interest payment of $100 to States shareholder from a controlled for-

Sy . . Look-through principles do not apply because T angjgn corporation shall be treated as
partnershlp) is considered as owning mor@ are not related look-through entities under parg- g P

than 50 percent of the value of anothegraph (i)(1) of this section (because T does notoqncome in a separate category derived

Wi o ) )
partnership (second partnership) if thenore than 50 percent of the voting power or value ﬂom sources within the United States in

first partnership owns more than 50 perV). The interest is passive income to T, and is sutprop_ortion to the r?‘tio of the portion of the
cent of the capital and profits interests o‘?h"’_‘” F noome thJ( Pha”d\k/]' L.'”d.ej pa;agraph (C)Ffl) @arnings and profits of the controlled for-
the second partnership. For this PUTPOSE o ararterisation of s subpart F melosion fonc o1 COPOration in the corresponding sep-
i i . . Marate category from United States sources
value will be determined at the end of thg. p and v therefore must characterize the |nc|u5|0{1 gory . ;
partnership’s taxable year. For taxables passive income. 0 the total amount of earnings and profits
years beginning before January 1, 2001, Example 2 The facts are the same agixample of the controlled foreign corporation in

the second preceding sentence shall pBeexcept that instead of a $100 interest payment, that separate category.

. - “ " pays a $50 dividend to T in 2001. P and V each owm, * * * *
applled by SUbStltu“ng 50 percent fordirectly or indirectly, more than 10 percent of the

“more than 50 percent”. voting power of all classes of stock of both T and U. Robert E. Wenzel
@i *** (1) *** In addition, two Pursuant to paragraph (i)(3) of this section, for pur- Deputy Commissione,r

look-through entities are related if theoses of applying this section to the dividend from U of Internal Revenue

same United States shareholders OWF?, T, U and T are treated as related look-through enti- :

. . . ties. Therefore, look-through principles apply to
directly or indirectly, stock POSSESSING.aracterize the dividend income as general Iimitdf“

more than 50 percent of the total votingon income to T. The dividend is subpart F income

pproved December 13, 2000.

power of all voting classes of stock (in thef T that is taxable to P and V. The subpart F inclu- ~Jonathan Talisman,
case of a corporation) or more than 5eions of P and V are also subject to look-through Acting Assistant Secretary
percent of the total value of each lookPrinciples, under paragraph (c)(1) of this section, (Tax Policy).

thr h entity. * * * For taxabl r and are characterized as general limitation income to
O.UQ_ entity. Or laxable yearSp ,,4 v pecause the income is general limitatio(Filed by the Office of the Federal Register on De-
beginning before January 1, 2001, th@come of T. cember 29, 2000, 8:45 a.m., and published in the
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issue of the Federal Register for January 3, 2001, @gnder the internal revenue laws, in suckederal Reserve bank accepting FTDs.
F.R. 268) manner, at such times, and under sudBven after this consolidation, however, it
conditions as the Secretary may pres no longer cost-effective for the Federal
] ] scribe. Pursuant to this authority, variou®eserve bank in St. Louis to process the
Section 6302.—Mode or Time of  egulations provide that Federal Reservemall number of paper coupons it receives

Collection banks, as well as other authorized finarannually. Accordingly, these temporary
26 CER 301.6302-1T: Use of Federal R cial institutions, may receive certainregulations remove all Federal Reserve
banks after December 31 2000, ¢ Federal tax deposits. banks as depositaries for Federal taxes.
In cooperation with the TreasuryTo mitigate any difficulties for those tax-
T.D. 8918 Department’s Financial Managemenpayers who still do not wish to use the

Service (FMS), the Federal Reserveleposit alternatives discussed above, the
DEPARTMENT OF THE TREASURY System has been streamlining its Treasuiyreasury Department has authorized a
Internal Revenue Service Tax and Loan (TT&L) Operation to financial agent to receive and process
26 CFR Part 301 respond to the fact that the overwhelmin§TD payments through the mail, thereby
Removal of Federal Reserve majority of Federal Tax Deposits (FTDs)maintaining a mail-in alternative for tax-
S are now received electronically. Thepayers who do not have an account with
Banks as Federal Depositaries. widespread adoption of electronican authorized financial institution and
AGENCY: Internal Revenue Servicedeposits by taxpayers is an importanivho do not wish to use EFTPS. The

(IRS), Treasury. aspect of improving the efficiency, relia-address for this mail-in alternative is
_ ) bility, and cost-effectiveness of theFinancial Agent, Federal Tax Deposit
ACTION: Temporary regulations Treasury Department’s financial manageProcessing, P.O. Box 970030, St. Louis,

SUMMARY: This document contains ment. In general, compared to the uniMissouri, 63197. The IRS is also issuing
temporary regulations relating to theverse of all tax deposits, the percentage pfoposed regulations that remove Federal
deposit of Federal taxes pursuant to seE-TDs made with paper coupons has sidReserve banks as depositaries of Federal
tion 6302 of the Internal Revenue Codglificantly declined. FTDs made withtaxes. See the notice of proposed rule-
The regulations remove Federal Reseniaper coupons at Federal Reserve banksaking on this subject (REG-107176-00)
banks as authorized depositaries fdROW constitute only a tiny percentage obn page 428 of this Bulletin.

Federal tax deposits. The regulationdll tax deposits. For example, in Fiscal
affect taxpayers that make Federal taxear 1999, of the approximately 100 mil-

deposits using paper Federal Tax Depodifn Federal tax deposits, made by paper |t has been determined that this
(FTD) coupons (Form 8109) at Federa$oupon and electronically, only aboutrreasury decision is not a significant reg-
Reserve banks. 270,000, or less than one half of one peflatory action as defined in Executive

_ _ ____cent, were paper coupons presented @fder 12866. Therefore, a regulatory
DATES: Effective DateThese regulations Federal Reserve banks. Additionally, thessessment is not required. It also has

are effective December 26,2000 nymper of paper coupons presented gken determined that section 553(b) of the
Applicability Date These regulations Fegeral Reserve banks has declined ovAgministrative Procedure Act (5 U.S.C.
apply to deposits made after Decembfyenty-five percent since 1997. chapter 5) does not apply to these regula-
31, 2000. The Treasury Department has devekions, and because the regulations do not
FOR FURTHER INFORMATION CON- oped an array of other deposit options thahpose a collection of information on
TACT: Brinton T. Warren (202) 622-4940are more convenient for taxpayers to usemall entities, the Regulatory Flexibility
(not a toll-free number). Zmd more Econgmiclal to r:Jrot:=Je~'~:Tés thanct (5 U.S.C. chapter 6) does not apply.
_ eposits with Federal Reserve banker  pyrsuant to section 7805(f) of the Internal
SUPPLEMENTARY INFORMATION:  example, taxpayers may use their toucRevenue Code, these regulations will be
Background and Explanation of tone telephone or personal computer tgupmitted to the Chief Counsel for
Provisions make deposits 24 hours a day through th®dvocacy of the Small Business
Electronic Federal Tax Payment Systemidministration for comment on their
This document contains amendment=FTPS). For those taxpayers who stiimpact on small business.
to the Procedure and Administratiorprefer paper coupons over electronic ) )
Regulations (26 CFR part 301) relatingleposits, there are now more than 10,0d@rafting Information
to Federal tax deposits under sectiofinancial institutions nationwide that are |0 principal author of these regulations
6302(c) of the Internal Revenue Codelesignated as TT&L depositaries Wheres pgrinton T. Warren of the Office of
(Code). Section 6302(c) provides thataxpayers may make FTD deposits USiNgcgqciate Chief Counsel, Procedure and
the Secretary may authorize Federglaper coupons. Administration (Administrative Provisions
Reserve banks, and incorporated banks, In response to the declining number O(find Judicial Practice Division). However,
trust companies, domestic building andleposits being made with paper couponsqor personnel from the IRS and Treasury
loan associations, or credit unions thaat Federal Reserve banks, the Federé'epartment participated in their develop-
are depositaries or financial agents of thBeserve Bank of St. Louis was selectedy,oni.
United States, to receive any tax imposeeiffective May 1, 2000, to serve as the only x ok ok ok

pecial Analyses
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Amendments to the Regulations 8§301.6302-1T Use of Federal Reserve Approved December 6, 2000.

banks after December 31, 2000

Accordingly, 26 CFR part 301 is Jonathan Talisman,

amended as follows: Federal Reserve banks are not autho- Acting Assistant Secretary
Paragraph 1. The authority citation forized depositaries for Federal tax deposits for Tax Policy.

part 301 continues to read in part as folmade after December 31, 2000.

lows: (Filed by the Office of the Federal Register on De-

) _ Robert E. Wenzel, cember 22, 2000, 8:45 a.m., and published in the

AUthomy' 26 ,U'S'C' 7805 * * ¥ . Deputy Commissioner issue of the Federal Register for December 26, 2000,
Par. 2. Section 301.6302-1T is added puty 65 F.R. 81356)

to read as follows: of Internal Revenue.
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Part Ill. Administrative, Procedural, and Miscellaneous

Reporting of Gross Proceeds sonable interpretation of the statute. Section 533(a) of the Ticket to Work
Payments to Attorneys and Work Incentives Improvement Act of

EFFECT OTHER DOCUMENTS 1999, Pub. L. No. 106-170, 113 Stat.
Notice 2001-7 Notice 99-53 is modified, and as mod_1860, 1931 (1999) (“the ACt”), amended

. S § 6050P of the Code by expanding the
This notice informs taxpayers that th types of entities that are required to report
Internal Revenue Service intends to fUrbRAFTING INFORMATION discharges of indebtedness to include any

ther delay the effective date of the regula- o , _ . organization “a significant trade or busi-
tions proposed under § 6045(f) of the The principal author of this notice iSpeqs of which is the lending of money.”

Internal Revenue Code (relating to théara Paige Shepherd of the Office of thepe Act was signed into law on December
reporting of payments of gross proceedsssociate Chief Counsel, Procedure ang; 1999 section 533(a) was made effec-
to attorneys). Under this extension, thédministration (Administrative Provi- e for discharges of indebtedness occur-
rules in § 1.6045-5 will apply to pay-sSions and Judicial Practice). For furtheﬁng after December 31, 1999.  Notice
ments made during the first calendar yedfformation regarding this notice contachnng_22 suspended penalties for failures
that begins at least two months after th¥ls. Shepherd at (202) 622-4910 (not tb file information returns or to furnish

eified, is superseded.

date of publication of the final regulati0n§0”'free number)- payee statements for discharges of indebt-

in the Federal Register. _ edness by these newly included organiza-
Section 1021 of the Taxpayer Relief _ _ tions occurring prior to January 1, 2001.

Act of 1997, 1997—4 (Vol. 1) C.B. 1, 136,Information Reporting for

added § 6045(f) of the Code, whichDischarges of Indebtedness PENALTY SUSPENSION

requires information reporting for pay- .
ments made in the course of a trade d¥otice 2001-8
business to attorneys in connection with

The Service recognizes that, in the
absence of published guidance regarding

: the new statutory provision, many organiza-
legal services (whether or not such sePURPOSE tions potentiallyr)i/niluded within t)r/m r%port-
vices are performed for the payor).

Section 6045(f) applies to payments made This notice extends the suspension dfg provisions of § 6050P by the Act are
after December 31, 1997. The notice gpenalties under §§ 6721 and 6722 of thgnable to determine whether they are in fact
proposed rulemaking (NPRM) undednternal Revenue Code provided byubject (o the new reporting provisions.
§ 6045(f) was published in the Federaotice 2000-22, 2000-16 I.R.B. go2Furthermore, sufficient time is necessary
Register on May 21, 1999 (64 F.R(April 17,2000), for certain organizationsafter gmd_ance is |ssued_ for these affec_ted
27730), 1999-1 C.B. 1193. SectiorleWly subject to § 6050P (that is, thos@rganizations to establish recc_)rdkeep|_ng
1.6045-5(h) of the proposed Income Tagganizations a significant trade or busiSyStems needed to capture the information
Regulations provides that the rules imess of which is the lending of money angequired to be reported under § 6050P.
§ 1.6045-5 apply to payments made aftépat are not otherwise described ifherefore, the Service will not impose
December 31, 1999. However, Notice 6050P(c)(1) or (2)). Under this noticePenalties on these organizations for failure
99-53, 19992 C.B. 565, extended th@enalties will not be imposed on such afP comply with the requirements of § 6050P
effective date of § 1.6045-5 to paymentgrganization for failure to file information for discharges of indebtedness occurring
made after December 31, 2000. returns under § 6050P for any discharg@/ior to the first calendar year beginning at
Because the Service is continuing t@f indebtedness that occurs prior to thgast two months after the date that appro-
study the many comments regarding thé¥st calendar year beginning at least tw§ate guidance is issued. .
NPRM under § 6045(f), the Servicemonths after the date that appropriate This not_|ce_does not suspend penalt_|es for
intends to further delay the effective dat@uidance is issued. any organization that was already subject to

. . § 6050P prior to its amendment by the Act.
of § 1.6045-5. Accordingly, when final- BACKGROUND

ized, the rules in § 1.6045-5 will apply to EFFECT ON OTHER DOCUMENTS
payments made during the first calendar Generally, § 6050P(a) requires applica- ) ) N

year that begins at least two months aftgfle entities that are subject to that section thllce _2000—22 is modified, and, as
the date of publication of the final regulao file returns with the Service, and to promodified, is superseded.

tions in the Federal Register. Nevervide statements to persons whose Namgs A TING INFORMATION

theless, payments of gross proceeds e required to be shown on the returns

attorneys made after December 31, 199(payees”), setting forth certain informa- The principal author of this notice is
are and continue to be reportable on Forion regarding discharges of indebtednessharon L. Hall of the Office of Assistant
1099-MISC pursuant to § 6045(f); onlyof $600 or more. Sections 6721 and 6722hief Counsel, Income Tax and Account-
the effective date of the regulations thaiimpose penalties for failure to file correcing. For further information regarding
interpret § 6045(f) will be delayed.information returns or to provide correcthis notice, contact Ms. Hall at (202) 622-
Taxpayers may continue to rely on thgayee statements, respectively, including930 (not a toll-free call).

NPRM as a safe harbor providing a reahose required under § 6050P.

January 22, 2001 374 2001-4 |.R.B.



Extension of Relief Relating to that the nondiscrimination rules do noplans must be operated in accordance with
Application of Nondiscrimination apply to State and local governmentah reasonable, good faith interpretation of
Rules for Certain Governmental plans. In particular, 8 1505 amended ththese statutory provisions.
Code to provide that § 401(a)(3), 401(a)(4),
Plans and Church Plans and 401(a)(26) shall not apply to suctlll- EXTENSION OF RELIEF
Notice 2001-9 plans. Section 1505 of TRA ‘97 amendetﬁzELATlNG TO APPLICATION OF
§ 401(k) of the Code to provide that Stat)ONDISCRIMINATION RULES
and local governmental plans shall be treaEOEN%ERTAlN GOVERNMENTAL

ed as meeting the requirements

This notice provides relief from the8 401(K)(3). In addition, § 1505(a)(3) of ynder the relief provided by this notice,
application of the nondiscrimination TRA ‘97 amended § 410(c) of the Code tQ5yemmental plans within the meaning of
requirements of the Internal Revenu®rovide that govermental plans shall bg 414(d), other than those maintained by
Code for certain governmental and churcéated as meeting the requirements @iate or local governments or political subdi-
plans. § 410 for purposes of § 401(a). Thisions, agencies or instrumentalities there-

In particular, this notice provides tha@mendment to § 410(c), by its terms, is NQ§f shall be treated as satisfying the require-
certain governmental plans shall bdMited to State and local governmentafents of § 401(a)(4), 401(a)(26), 401(K)(3),
deemed to satisfy § 401(a)(4), 401(a)(26p'ans but applies to all governmental plangng 401(m) until the first plan year begin-
401(k)(3), and 401(m) of the Code until theVithin the meaning of § 414(d). ning on or after January 1, 2002. In accor-
first day of the first plan year beginning on Noticeé 99-40, 1999-35 L.R.B. 324,qance with this relief, the regulations under
or after January 1, 2002. In accordandarovided that govermental plans, othegs 401(a)(4), 401(a)(26), 401(m), 410(b)
with this relief, the regulations relating tothan plans maintained by State or locglng 414(s), and the regulations implement-
these provisions do not apply until plarfovernments or political subdivisions ofing g 401(k)(3), apply to governmental plans
years beginning after that date. This relidfStrumentalities  thereof, would beyegcriped in this part only for plan years
is available with respect to governmentd#€emed to satisfy § 401(a)(4), 401(a)(26heginning on or after January 1, 2002.

plans within the meaning of § 414(d) othef01(K)(3), and 401(m) of the Internal
than plans of State and local governmen@evenue Code until the first day of thdV. EXTENSION OF EFFECTIVE

or political subdivisions, agencies offirst plan year beginning on or afterDATE OF NONDISCRIMINATION
instrumentalities thereof. January 1, 2001. The notice also providREGULATIONS FOR
In addition, this notice extends, until thefd that the regulations relating to thesMONELECTING CHURCH PLANS

. PURPOSE

first day of the first plan year beginning on oPfoVvisions would not apply until plan i : '
after JZmuary 1, 2802,):he effe?ctive %Iate gfears beginning on or after that date. noﬁgg etrhéhrigiﬁigﬂg Tmrgg;/ gg iotﬁ/a;?g
certain nondiscrimination regulations fofg  ~nurch Plans 401(a)(5), 401(l), and 414(s) apply to

nor)electing church plans. Specifically, this nonelecting church plans only for plan
notice extends the effective date of the regu- Section 414(e)(1) of the Code providegegrs beginning on or after January 1

and 414(s) of the Internal Revenue Code. means a plan established and maintainggis extended effective date, nonelecting

for its employees (and their _beneficiaries_&hurch plans must be operated in accor-
by a church or by a convention or assocyjance with a reasonable, good faith inter-

A. Governmental Plans ation of churches which is exempt frompretation of these statutory provisions.
tax under § 501. Pursuant to § 410(d), a

Section 414(d) of the Code provideshurch or convention or association oV. EFFECT ON OTHER
that the term “governmental plan” meanshurches which maintains any churcWOCUMENTS
a plan established and maintained for itglan may make an election under § 410(d) . .
employees by the government of théo have certain Code provisions relating to Notices 98-39 and 99-40 are modified.
United States, by the government of anparticipation, vesting, and funding, etc. pRAFTING INFORMATION
State or political subdivision thereof, orapply to such church plan (an “electing
by any agency or instrumentality of any othurch plan”) as if such provisions did not The principal author of this notice is
the foregoing. The term “governmentatontain an exclusion for church plans. Aiane S. Bloom of the Employee Plans
plan” also includes any plan to which thechurch plan for which such an electiorPivision. For further information regard-
Railroad Retirement Act of 1935 or 1937has not been made (a “nonelecting churdng this notice, please contact the
(the “Act”) applies and which is financedplan”) is not subject to these provisions. Employee Plans Division's taxpayer assis-
by contributions under that Act and any Notice 98-39, 1998-2 C.B. 205, pro{ance telephone service at (202) 283-9516
plan of an international organizationvided that the regulations underor (202) 283-9517, between the hours of
which is exempt from taxation by reasor§§ 401(a)(4), 401(a)(5), 401(]) and 414(s§:30 p.m. and 3:30 p.m. Eastern Time,
of the International Organizationsapply for nonelecting church plans in platMonday through Thursday. Ms. Bloom
Immunities Act (59 Stat. 669). years beginning on or after January 1nay be reached at (202) 622-6214. These
Section 1505 of the Taxpayer Relief AcR001. For plan years beginning beforéelephone numbers are not toll-free.
of 1997 (“TRA ‘97") generally provides that effective date, nonelecting church

[I. BACKGROUND

2001-4 I.R.B. 375 January 22, 2001



26 CFR 601.602: Tax forms and instructions.

Publication 1245 (Rev.1-2001)

Specifications for Filing Form W-4, Employee’s Withholding Allowance Certificate, Magnetically or
Electronically

Rev. Proc. 2001-16

Reprinted from IR Bulletin 2001-4 dated, January 22, 2001 (and containing copies of Forms 4419,
6466, 6467, and Notice 1027 for taxpayers’ use)

IRS/MCC will no longer return problem media in need of replacement beginning in Tax Year
2001 filed in calendar year 2002. See Part A, Sec. 2 .04 for details. In addition, beginning in
calendar year 2003 for Tax Year 2002, IRS/MCC will no longer accept 9 track tapes for the fil-
ing of Forms W-4. See Part B, Sec. 2.
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PART D. MISCELLANEOUS INFORMATION

Section 1. Addresses for Martinsburg Computing Center
Section 2. Telephone Numbers for Contacting IRS/MCC

PART A. GENERAL
SEC. 1. PURPOSE

.01 The purpose of this revenue procedure is to update Rev. Proc. 99-47, 1999-49 |.R.B. 624, issued December 6, 1999,
Pub.1245 Rev. 03—2000), which outlines the requirements and conditions for submitting certain Forms W-4, Employee’s Withholc
Allowance Certificate, magnetically or electronically to the Internal Revenue Service (IRS), Martinsburg Computing Center (MC(
Rev. Proc. 99-47, (IRS Publication 1245 Rev. 03—2000), is superseded by Rev. Proc. 2001-16, (IRS Pub. 1245 Rev. 1-2001).

.02 Revenue procedures are generally revised to reflect legislative and form changes. Comments concerning this revenue
dure or suggestions for making it more helpful can be addressed to Internal Revenue Service, Martinsburg Computing Ce
ATTN: IRB Information Support Section, 230 Murall Dr, Kearneysville, WV 25430. Use this revenue procedure to file Forms W.
submitted for the quarter ending March 31, 2001, and for all subsequent filings.

.03 The following revenue procedures and publications provide more detailed filing procedures for certain information retu
and can be obtained by contacting any IRS office or by calling 1-800-829-3676:

(a) Instructions for Forms 1099, 1098, 5498, and W-2G providing specific instructions on completing and submitting inform
tion returns to IRS.

(b) Rev. Proc. 84-33, 1984-1 C.B. 502, regarding the optional method for agents to report and deposit backup withholding

(c) Publication 1179, Rules and Specifications for Private Printing of Substitute Forms 1096, 1098, 1099 Series, 5498,
W-2G.

(d) Publication 1220, Specifications for Filing Form 1098, 1099, 5498, and W-2G Magnetically or Electronically.

(e) Publication 1239, Specifications for Filing Form 8027, Employer’s Annual Information Return of Tip Income and Allo-
cated Tips, Magnetically or Electronically.

() Publication 1187, Specifications for Filing Form 1042S, Foreign Person’s U.S. Source Income Subject to Withholdir
Magnetically or Electronically.

.04 Refer to Part A, Sec. 10, for definitions of terms used in this publication.

SEC. 2. NATURE OF CHANGES

Numerous editorial changes have been made to the revenue procedure. Please read the publication carefully and imeits entir
fore attempting to prepare your magnetic/electronic file for submission. Major changes are italicized. The changelewse as fol

.01 Part B, Sec. 2, Beginning in calendar year 2003 for Tax Year 2003, IRS/MCC will no longer accept 9 track tapes for the
filing of Forms W-4. This restriction will apply to fourth quarter 2002 Forms W-4 filed in January 2003. See Part B, Sec. 2.

.02 Electronic filing specifications are in Part C. Numerous changes have been made to these instructions. Please read thi
carefully.

.03 Part D is new and contains information on contacting IRS/MCC in a centralized location within the publication.

.04 Beginning in calendar year 2002 for Tax Year 2001, IRS/MCC will no longer return problem media in need of replace-
ment. Filers will continue to receive a tracking form, listing and letter detailing the reason(s) their media could not be process
Filers will be expected to send in replacement media within the prescribed time frame. This imgie¥atitve that filers maintain
backup copies and/or recreate capabilities for their information return files.

SEC. 3. WHERE TO FILE AND HOW TO CONTACT THE IRS, MARTINSBURG COMPUTING CENTER

.01 All Forms W-4 filed magnetically or electronically are processed at IRS/MCC. Magnetic media containing Forms W-4 is
be sent to the following address:

IRS-Martinsburg Computing Center
Information Reporting Program
240 Murall Drive

Kearneysville WV 25430

.02 Requests for paper forms and publications can be made by calling the “Forms Only Number” listed in your local telephone
rectory or by calling the IRS toll-free numke800-TAX-FORM (1-800-829-3676).

.03 Questions pertaining to magnetic media/electronic filing of Formsist be directed to the Social Security Administration
(SSA). Filers can call 1-800-SSA-6270 to obtain the phone number of the SSA Employer Service Liaison Officer for their area.

.04 A taxpayer or authorized representative may request a copy of a tax return or a Form W-2 filed with a return by submit
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Form 4506, Request for Copy or Transcript of Tax Form, to IRS. This form may be obtairedtingy1-800-TAX-FORM (1-800-
829-3676).

.05 The IRS/MCC Call Site, located in Kearneysville, WV, provides service to the payer/employer community (financial institu-
tions, employers, and other transmitters of information returns). The IRS/MCC Call Site answers questions concerning tax law and
the magnetic/electronic filing of questionable Forms W-4 as well as information returns (Forms 1096, 1098, 1099, 5498, 5498-MSA,
8027, W-2G, and 1042-S), inquiries dealing with backup withholding due to missing and incorrect taxpayer identification numbers
and questions concerning paper filing of Forms W-2 and W-3. Recipients of information returns (payees) should contince to conta
1-800-829-1040 or other numbers specified in the tax return instructions with any questions on how to report informagion return

The Call Site accepts calls from all areas of the country. The number to3ft263-870®r Telecommunications Device for
theDeaf (TDD) 304-267-3367These are toll calls. The Call Site is in operation throughout the year to handle the questions of pay-
ers, transmitters, and employers. Due to the high demand for assistance at the end of January and February, it is athésable to ca
soon as possible to avoid these peak filing seasons.

.06 Telephone inquiries may be made Monday through Friday between 8:30 a.m. and 4:30 p.m. Eastern time. The telephone
numbers for magnetic media/electronic inquiries or electronic submissions are:

304-263-8700 - Call Site
304-262-2400 - Electronic Filing
304-267-3367 - TDD (Telecommunication Device for the Deaf)
304-264-5602 - Fax Machine
(These are not toll-free telephone numbers.)

TO OBTAIN FORMS & PUBLICATIONS CALL:
1-800-TAX-FORM (1-800-829-3676)

TO OBTAIN FORMS & PUBLICATIONS VIA INTERNET:
WWW.irs.gov

SEC. 4. FILING REQUIREMENT

.01 Employers are required to send to the IRS quarterly, copies of all Forms W-4 received during the quarter from employees still

employed at the end of that quarter who claim:
(&) More than 10 withholding allowances, or
(b) Exempt status and are expected to earn more than $200 a week.

.02 Employers are not required to send other Forms W-4 unless notified by IRS in writing to do so.

.03 Employers may submit all information magnetically or electronically; a combination of magnetic/electronic files and paper
documents is acceptable, provided there are no duplications or omissions of documents. However, magnetic/electronie-filing is pr
ferred and strongly encouraged.

.04 A Form W-4 with a written statement attached from the employee must be submitted on paper, not on magnetic media. The
employer may send paper Forms W-4 each quarter with their paper Form 941. If the employer submits the paper Forms W-4 at any
time other than quarterly, a cover letter must be submitted giving the employer’s name, address, employer identification number
(EIN), and the number of Forms W-4 included.

NOTE: MCC DOES NOT PROCESS PAPER RETURNS. PAPER RETURNS MUST BE FILED WITH THE APPROPRI-
ATE SERVICE CENTER. SEE FORM 941 INSTRUCTIONS FOR THE APPROPRIATE SERVICE CENTER.

SEC. 5. FORM 4419, APPLICATION FOR FILING INFORMATION RETURNS
MAGNETICALLY/ELECTRONICALLY

.01 Employers, or their transmitters, who wish to file Forms W-4 magnetically or electronically, must first submit a Form 4419, Ap-
plication for Filing Information Returns Magnetically/Electronically. Instructions for its completion are on the reverderofithe

.02 Magnetic/electronic files may not be submitted to IRS/MCC until authorization to file is received by the employer. Requests
will be approved or disapproved within 30 days of receipt.

.03 Applications of only those employers or transmitters whose equipment meets the specifications in Part B, Sec. 2, 3,4,50r 6
will be approved.

.04 Once authorization to file has been granted, a five-character alpha/numeric Transmitter Control Code (TCC) will be assigned.
Approval will continue in effect in succeeding years provided the requirements of the current revenue procedure are meet and the
are no equipment changes by the employer or transmitter. Although a TCC may have already been assigned to a tranemitter for th
filing of information returns, the Form W-4 requires a separate TCC. This TCC must appear on all transmittal forms sutimitted wi
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magnetic/electronic files, as well as other correspondence. The TCC must also be coded into positions 319-323 of the Form
record. (See Part B, Sec. 7.)
.05 A new application (Forms 4419) is required if
(&) You discontinue filing magnetically/electronically for two years, in which case your TCC may have been reassigned. Y
may call IRS/MCC to verify if your TCC is still valid.
(b) You previously used a service bureau with its own TCC, but you now have computer equipment compatible with that
IRS, in which case you must request your own TCC.

SEC. 6. DUE DATES

.01 Magnetic/electronic reporting of Forms W-4 to IRS must be at least quarterly (monthly reporting is encouraged). The follc
ing are the quarterly due dates:

Period Covered Due Dde

January 1thruMarch 31 ... ... ... April 30
April Lthru June 30 . .. ..o July 31
July 1thru September 30 . .. ... October 31
October 1 thru December 31 .. ... . e January 31

.02 If any due date falls on a Saturday, Sunday, or legal holiday, the Forms W-4 are considered timely if they are filed on the |
day that is not a Saturday, Sunday, or legal holiday.

SEC. 7. FILING FORMS W-4 MAGNETICALLY/ELECTRONICALLY

.01 A Magnetic Media/Electronic Reporting Package, which includes the current revenue procedure and the necessary transr
forms, will be mailed to approved filers each year.

.02 If the employer chooses to file magnetically/electronically, then a Form 6466, Transmittal of Forms W-4 Reported Magne
cally/Electronically, must be sent to the IRS/MCC as prescribed in Part A, Sec. 3.

.03 Form 6466 MUST be signed by the employer or the transmitter, service bureau, paying agent, or disbursing agent (all r
after referred to as agent), on behalf of the employer if the agent has the authority to sign the affidavit under an ageeoy agre
(either oral, written, or implied) that is valid under state law and adds the caption “FOR: (name of employer).”

.04 Although a duly authorized agent signs the affidavit, the employer(s) is held responsible for the accuracy of the Forms
filed magnetically or electronically.

.05 DO NOT REPORT THE SAME INFORMATION ON PAPER DOCUMENTS THAT YOU REPORT MAGNETI-
CALLY/ELECTRONICALLY . If you report part of your returns on paper and part magnetically or electronically, be sure that dt
plicate returns are not included on both.

.06 Before submitting your magnetic/electronic file, include the following:

(&) A signed Form 6466, Transmittal of Forms W-4 Reported Magnetically/Electronically along with a Form 6467, Transmitt
of Forms W-4 Reported Magnetically/Electronically(Continuation), if you submit data for multiple employers. Thes
forms must be mailed or faxed the same day electronic files are submitted.

(b) Your media (tape, diskette, or cartridge) with an external identifying label. Notice 1027 describes the information whi
should be included on this self-prepared label.

(c) On the outside of the shipping container, affix the label IRB Special Projects. This label is included in the publication.

.07 IRS/MCC will not return filers’ magnetic media after it has been successfully processed. Should filers wish to know if the
media was received by IRS/MCC, a delivery service that provides certification of delivery is recommended.

.08 IRS cannot accept any Cash-On-Delivery (COD) or Charged-to-IRS shipments of reportable tax information that an indi
ual or organization is legally required to file. Because of the high volume of data received and shipping cost involleshigpecia
ping containers will not be returned.

.09 Use this record format and processing capabilities to file Forms W-4 submitted for the quarter ending March 31, 2001, anc
all subsequent filings.

SEC. 8. REPLACEMENT FILES

THE MAGNETIC MEDIA/ELECTRONIC SPECIFICATIONS CONTAINED IN PART B OF THIS REVENUE PRO-
CEDURE MUST BE STRICTLY ADHERED TO. If files are not processable, they will be returned to you for replacement and
resubmission, or submission of paper Forms W-4. Replacement files must be resubmitted to IRS/MCC within 45 days of the da
the enclosed letter. The media should be identified as replacement data by writing, typing or printing “Magnetic Media Reple
ment” on the external label used on the magnetic media and marking the replacement box on the Form 6466. If filing &lectronic
you should choose replacement when asked for the type of submission to identify a replacement file before transmission begin

Note: BEGINNING IN CALENDAR YEAR 2002 FOR TAX YEAR 2001, IRS/MCC WILL NO LONGER RETURN PROB-
LEM MEDIA IN NEED OF REPLACEMENT. Filers will continue to receive a tracking form, listing and letter detailing the rea-
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son(s) their media could not be processed. Filers will be expected to send in replacement media within the prescribed time frame

This makes itmperativethat filers maintain backup copies and/or recreate capabilities for their information return files

SEC. 9. EFFECT ON PAPER DOCUMENTS

.01 Magnetic/electronic reporting to IRS eliminates the need to submit copies of paper Forms W-4.

.02 If part of the Forms W-4 are reported magnetically/electronically and the remainder are reported on paper forms, the paper

Forms W-4 must be mailed to the appropriate service center.

SEC. 10. DEFINITION OF TERMS

Employer Generally, an employer is a person or organization for whom a worker performs a ser-
vice as an employee. The employer has the right to direct and control the worker. A
person or organization paying wages to a former employee after the work ends is also
considered an employer.

Employee One who performs services for an employer.

EIN Employer Identification Number that has been assigned to the employer by IRS.

File For purposes of this procedure, a file consists of all magnetic/electronic records sub-

mitted by an employer or transmitter.

Special Character

Any character that is not a numeric, an alpha or a blank.

Social Social Security Number (SSN) that has been assigned to the employee by

Security the Social Security Administration.

Number (SSN)

Transmitter Person or organization preparing and/or submitting magnetic/electronic file(s).

Transmitter A five-character alpha/numeric number assigned by IRS to the transmitter

Control Code prior to actual filing magnetically/electronically. This number is inserted

(TCC) in Positions 319-323 of your files and must be present before the file can be
processed. An application Form 4419 must be filed with IRS to receive this
number.

PART B. MAGNETIC MEDIA SPECIFICATIONS

SEC. 1. GENERAL

.01 The specifications contained in this part of the revenue procedure define the required format and content of the records to be
included in the magnetic/electronic file. Use this revenue procedure to file Forms W-4 submitted for the quarter endi®ly, March
2001 and all subsequent filings.

.02 An external label must appear on each tape, tape cartridge and diskette submitted. Notice 1027 details what information must
be on the label. The diskettes used must be MS/DOS compatible.

SEC. 2. TAPE SPECIFICATIONS

Note: Beginning in calendar year 2003 for Tax Year 2003, IRS/MCC will no longer accept 9 track tapes for the filing of Forms
W-4. Fourth quarter 2002 Forms W-4 filed by January 31, 2003, can NOT be submitted on 9 tack tape

.01 IRS/MCC can process most magnetic tape files if the following specifications are followed:
(a) 9-track EBCDIC (Extended Binary Coded Decimal Interchange Code) with
(1) Odd parity
(2) Recording density—1600 or 6250 BPI
(3) If you use UNISYS Series 1100, you must submit an interchange tape.
(b) 9-track ASCII (American Standard Coded Information Interchange) with:
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(1) Odd parity
(2) Recording density—1600 or 6250 BPI
.02 All tape files must have the following characteristics:

(@) 0.5inch (12.7 mm) wide, computer grade magnetic tape,

(b) Tape thickness: 1.0 or 1.5 mils,

(c) Reel diameter: 10.5 inch (26.67 cm), 8.5 inch (21.59 cm), or 7 inch (17.78 cm) and

(d) Reel of tape up to 2400 feet (731.52 m).

.03 All records, including Header and Trailer Labels (if used) must be transmitted using the same density.
.04 The tape records defined in this revenue procedure may be blocked subject to the following:

(a) A block must not exceed 32,550 tape positions.

(b) If the use of blocked records would result in a short block, all remaining positions of the block must be filled with 9's; ho
ever, the last block of the file may be filled with 9's or truncated.not pad a block with blanks.

(c) All records, except the header and trailer labels, may be blocked or unblocked. A record may not contain any control fie
or block descriptor fields which describe the length of the block or the logical records within the block. The number of Ic
ical records within a block (the blocking factor) must be constant in every block with the exception of the last block whi
may be shorter (see item (b) above). The block length must be evenly divisible by 350.

(d) All data records are a fixed record length of 350 positions and may not span blocks.

.05 Labeled or unlabeled tapes may be submitted.
.06 For the purposes of this revenue procedure the following must be used:
Tape Mark:

(a) Used to signify the physical end of the recording on tape.

(b) For even parity, use BCD configuration 001111(8421).

(c) May follow the header label and precede and/or follow the trailer label.

.07 Do not submit an employee Form W-4 record without the required employer identification information. Every record mt
contain both employee and employer data.

SEC. 3. TAPE CARTRIDGE SPECIFICATIONS

.01 In most instances, IRS/MCC can process tape cartridges that meet the following specifications:

(a) Must be IBM 3480, 3490, 3490E, 3590, 3590E or AS400 compatible.

(b) Must meet American National Standard Institute (ANSI) standards, and have the following characteristics:

(1) Tape cartridges will be 1/2-inch tape contained in plastic cartridges which are approximately 4-inches by 5-inches
1-inch in dimension.

(2) Magnetic tape will be chromium dioxide particle based 1/2-inch tape.

(3) Cartridges must be 18-track or 36-track parallel (See Note).

(4) Cartridges will contain 37,871 CPI (characters per inch ) or 75,742 CPI.

(5) Mode will be full function.

(6) The data may be compressed using EDRC (Memorex) or IDRC (IBM) compression.

(7) Either EBCDIC (Extended Binary Coded Decimal Interchange Code) or ASCIl (American Standard Coded Informati
Interchange) may be used.

.02 The tape cartridge records defined in this revenue procedure may be blocked subject to the following:

(&) A block must not exceed 32,550 tape positions.

(b) If the use of blocked records would result in a short block, all remaining positions of the block must be filled with 9s; ho
ever, the last block of the file may be filled with 9s or truncated. Do not pad a block with blanks.

(c) All records, except the header and trailer labels, may be blocked or unblocked. A record may not contain any control fie
or block descriptor fields which describe the length of the block or the logical records within the block. The number of Ic
ical records within a block (the blocking factor) must be constant in every block with the exception of the last block whi
may be shorter (see item (b) above). The block length must be evenly divisible by 350.

(d) Records may not span blocks.

.03 Tape cartridges may be labeled or unlabeled.
.04 For the purposes of this revenue procedure, the following must be used:
Tape Mark:

(a) Used to signify the physical end of the recording on tape.

(b) For even parity, use BCD configuration 001111(8421).

(c) May follow the header label and precede and/or follow the trailer label.

Note: Filers should indicate on the external media label and transmittal Form 6466 whether the cartridge is 36-track or
18-track.
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SEC. 4. 8MM, 4MM AND QUARTER-INCH CARTRIDGE SPECIFICATIONS

.01In most instances, IRS/MCC can process 8mm tape cartridges that meet the following specifications:
(&) Must meet American National Standard Institute (ANSI) standards, and have the following characteristics:
(1) Created from an AS400 operating system only.
(2) 8mm (.315-inch) tape cartridges will be 2 1/2-inch by 3 3/4-inch.
(3) The 8mm tape cartridges must meet the following specifications:

Tracks Density Capacity
1 20 (43245 BPI) 2.3Gb
1 21 (45434 BPI) 5Gb

(4) Mode will be full function.

(5) Compressed data is not acceptable.

(6) Either EBCDIC (Extended Binary Coded Decimal Interchange Code) or ASCIl (American Standard Coded Information
Interchange) may be used. However,IRS/MCC encourages the use of EBCDIC. This information must appear on the ex-
ternal media label affixed to the cartridge.

.02 The 8mm (.315-inch) tape cartridge records defined in this revenue procedure may be blocked subject to the following:

(&) A block must not exceed 32,550 tape positions.

(b) If the use of blocked records would result in a short block, all remaining positions of the block must be filled with 9's; how-
ever, the last block of the file may be filled with 9's or truncated.not pad a block with blanks.

(c) All records, except the header and trailer labels, may be blocked or unblocked. A record may not contain any control fields
or block descriptor fields which describe the length of the block or the logical records within the block. The number of
logical records within a block (the blocking factor) must be constant in every block with the exception of the last block
which may be shorter (see item (b) above). The block length must be evenly divisible by 350.

(d) Various COPY commands have been successful, however, the SAVE OBJECT COMMAND is not acceptable.

(e) Records may not span blocks.

.03 For faster processing, IRS/MCC encourages transmitters to use header labeled cartridges. QWFTAX may be used as a sug
gested filename.
.04 For the purposes of this revenue procedure, the following must be used:
Tape Mark:

(a) Used to signify the physical end of the recording on tape.

(b) For even parity, use BCD configuration 001111(8421).

(c) May follow the header label and precede and/or follow the trailer label.

.05 IRS/MCC can only read one data file on a tape. A data file is a group of records which may or may not begin with a tape-
mark, but must end with a trailer label. Any data beyond the trailer label cannot be read by IRS programs.
.06 4mm (.157-inch) cassettes are acceptable with the following specifications:

(&) 4 mm cassettes will be 2 1/4-inch by 3-inch.

(b) The tracks are 1 (one).

(c) The density is 19 (61000 BPI).

(d) The typical capacity is DDS (DAT data storage) at 1.3 Gb or 2 Gh, or DDS-2 at 4Gb.

(e) The general specifications for 8mm cartridges will also apply to the 4mm cassettes.

.07 Various Quarter Inch Cartridges (QIC) (1/4-inch) are also acceptable.

(@) QIC cartridges will be 4” by 6”.

(b) QIC cartridges must meet the following specifications:

Size Tracks Density Capacity

QIC-24 8/9 5 (8000 BPI) 45Mb or 60Mb
QIC-120 15 15 (10000 BPI) 120Mb or 200Mb
QIC-150 18 16 (10000 BPI) 150Mb or 250Mb
QIC-525 26 17 (16000 BPI) 525Mb
QIC-1000 30 21 (36000 BPI) 1Gb

QIC-2Gb 42 34 (40640 BPI) 2Ghb

0 Note: Advanced Metal Evaporated (AME) cartridges are not acceptable.

SEC. 5. 3 1/2-INCH DISKETTE SPECIFICATIONS

.01 To be compatible, a diskette file must meet the following specifications:
(&) 3 1/2-inches in diameter.
(b) Data must be recorded in standard ASCII code.
(c) Records must be a fixed length of 350 bytes per record.
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(d) Delimiter character commas (,) must not be used.

(e) Positions 349 and 350 of each record have been reserved for carriage return/line feed (cr/If) characters.

(f) Filename of QWFTAX must be used. Do not enter any other data in this field. The extension will indicate the sequenc
the diskettes within the file. For example, the first diskette will be named QWFTAX.001, the second diskette will &
QWFTAX.002, etc.

(g) A diskette file may consist of multiple diskettes as long as the file naming conventions are adhered to.

(h) Diskettes must meet one of the following specifications:

Capacity Tracks Sides/Density Sector Size
1.44 mb 96tpi hd 512
1.44 mb 135tpi hd 512
1.2 mb 96tpi hd 512

.02 3 1/2-inch diskettes are only acceptable if they were created using MS/DOS.
SEC. 6. FORM W-4 RECORD FORMAT AND LAYOUT

.01 This record is used to identify the employer, the employee, number of allowances, and other information that is reportec
the paper Form W-4.

.02 ALL RECORDS MUST BE A FIXED LENGTH OF 350 POSITIONS.

.03 Do not begin any record at the end of a block or diskette and continue the same record into the next block or diskette.

FORM W-4 RECORD FORMAT

Field
Position Field Title Length Description and Remarks
1-9 Employee 9 REQUIRED. Enter the 9-digit SSN assigned to
Social Security the employee. DO NOT ENTER HYPHENS or
Number (SSN) ALPHA CHARACTERS. All zeroes, ones,
twos, etc., will have the effect of an incorrect TIN.
10-44 Employee Name 35 REQRED. Enter the name of the employee

Line 1 whose TIN appears in field positions 1-9. Enter the
name in the following order: first name, middle
name (if present), and surname. (Use initials for the
first and middle names where necessary to insure
that the entire employee surname fits in the field.) If
fewer than 35 characters are used, left-justify and fill
unused positions with blanks.

(1) A blank must be surrounded by alphas or con-
tinued to the end of the field (e.g., ab...b, aba).

(2) A hyphen in the first position is to identify an
employee with surname only. Hyphens must be
surrounded by alphas or numerics and must
never occur in the first position of a name unless
immediately followed by a caret.

(3) A caret is used to define an internal name
control. It must immediately precede the em-
ployee surname in place of the blank. A second
caret is used to separate a suffix from the sur-
name (e.g., JOHN J.<BLACK; BILL<OAK<JR;
AMY FERN<BROWN< MD).

Note: The only allowable characters are alphas, blanks, numerics, ampersands, hyphens, and slashes. A minimum of one
and a maximum of two carets (<) can be used. Punctuation, such as, periods and commas are not allowed and will cause your
file to be returned.

45-79 Employee Name 35 Optional. This line is designated for an “in
Line 2 care of” (c/o) situation. Left-justify and fill unused
positions with blanks. Hyphens and slashes must be
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FORM W-4 RECORD FORMAT

Field
Position Field Title Length Description and Remarks

surrounded by alphas or numerics; ampersands must
be surrounded by blanks; blanks must be surrounded
by alphas or numerics or continued to the end of the

field (e.g., ab...b, aba).

Note: The same exceptions apply as set forth in “Employee Name Line 17; also the use of a percent sign (%) is not valid—use
c/o if necessary.

80-114 Employee Street 35 RECRED. Enter mailing address of

Address employee. Street address should include number,
street, apartment or suite number (or P O Box if malil
is not delivered to street address). Left-justify and
fill unused positions with blanks. Position 80 must
be an alpha or numeric; hyphens and slashes must be
surrounded by alphas or numerics; ampersands must
be surrounded by blanks; blanks must be surrounded
by alphas or numerics or continued to the end of the
field (e.g., ab...b, aba).

Note: The only allowable characters are alphas, blanks, numerics, ampersands, hyphens and slashes. Punctuation such as
periods and commas are not allowed and will cause your file to be returned. For example, the address 210 N. Queen St.,
Suite #300 must be entered as 210 N Queen St Suite 300.

115-139 Employee City 25 REQUIRED. Enter the city, town, or post office. If
a foreign address, sédote 2. Left-justify and fill
unused positions with blanks. Enter APO or FPO, if
applicable. Do not enter state and ZIP Code informa-
tion in this field. Position 115 must be an alpha or
numeric; hyphens must be surrounded by alphas or
numerics; blanks must be surrounded by alphas or
numerics or continued to the end of the field (e.g.,
ab...b, aba).

Note 1: The only allowable characters are alphas, blanks, numerics, ampersands, hyphens, and slashes. Punctuation such as
periods and commas are not allowed and will cause your file to be returned. For example, the city St. Louis must be entered
as St Louis.

Note 2: For foreign addresses, you may use the 25 position Employee City field to provide the following information: city and
country name.

140-141 Employee State 2 REQUIRED. Enter the two-character location code
of employee address--must be one of the following:

Note: For foreign addresses, enter xx from table below.
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FORM W-4 RECORD FORMAT

Field
Position Field Title Length Description and Remarks
Location Code Location Code Location Code
Alabama AL Kentucky KY Ohio OH
Alaska AK Louisiana LA Oklahoma OK
American Samoa AS Maine ME Oregon OR
Arizona AZ Marshall Islands MH Pennsylvania PA
Arkansas AR Maryland MD Puerto Rico PR
California CA Massachusetts MA Rhode Island RI
Colorado CcO Michigan Ml South Carolina SC
Connecticut CT Minnesota MN South Dakota SD
Delaware DE Mississippi MS Tennessee TN
District of Columbia DC Missouri MO Texas TX
Federated States Montana MT Utah uT
of Micronesia FM Nebraska NE Vermont VT
Florida FL Nevada NV Virginia VA
Georgia GA New Hampshire NH Virgin Islands VI
Guam GU New Jersey NJ Washington WA
Hawaii HI New Mexico NM West Virginia wv
Idaho ID New York NY Wisconsin Wi
lllinois IL North Carolina NC Wyoming WY
Indiana IN North Dakota ND Foreign Address,
lowa 1A Northern All Others XX
Kansas KS Mariana Islands MP
142-150 Employee ZIP Code 9 REQUIRED. Enter the valid nine-digit ZIP Code of
employee. IF YOU ONLY HAVE FIVE (5) DIG-
ITS AVAILABLE, LEFT-JUSTIFY AND ZERO
FILL. Blank fill only if the employee’s ZIP Code is
unavailable.
151 Marital Status 1 REQUIRED. Enter appropriate code from the table
below:
Marital Staus Code
Designaed
Single S
Married M
Married, withhold
at single rate W
No marital status
designated A
152 Exempt Status 1 REQUIRED. Enter “E” if employee claims exempt
status; otherwise, enter blank.
153 BLANK 1 Enter Blank.
154-156 Allowances 3 REQUIRED. Must be a three (3) digiteric field

corresponding to the number of allowances claimed by
employee. (It is necessary to file this Form W-4 with
IRS if the number of allowances is more than ten (10) or
exempt status is claimed.) Field must be right justified
and zero filled. If no entry, or employee claimed exempt
status, enter blanks.
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FORM W-4 RECORD FORMAT

Field
Position Field Title Length Description and Remarks
157-163 Additional Amount 7 REQUIRED. Enter any additional amount of with-
holding the employee wants deducted from each
pay. Amount must be entered in U.S. dollars and
cents. The right-most two positions represent cents.
Do not enter dollar signs, commas, decimal
points, or negative numbers. Right-justify and
zero fill. If no entry, zero-fill.
164-169 BLANK 6 Enter Blanks.
170-178 Employer 9 REQIRED. The 9-digit EIN assignhed to
Identification the employer. DO NOT ENTER HYPHENS,
Number ALPHA CHARACTERS. All zeroes, ones, twos, etc.,
will have the effect of an incorrect TIN.
179-213 Employer Name 35 REQRED. Enter the name of the employer

Line 1 as it appears on employment tax forms (e.g., Form 941).
Any extraneous information must be deleted from this
name line. Left-justify and fill with blanks. Position
179 must be alpha or numeric; hyphens and slashes
must be surrounded by alphas or numerics; blanks must
be surrounded by alphas or numerics or continued to the
end of the field (e.g., ab...b, aba).

Note: The only allowable characters are alphas, blanks, numerics, ampersands, hyphens, and slashes. Punctuation, such as
periods and commas, are not allowed and will cause your file to be returned.

214-247 Employer Name 34 Ithe employer name requires more space
Line 2 than is available in Employer Name Line 1, enter the
remaining portion of the name in this field. Left-justify
and fill with blanks. Position 214 must be alpha or nu-
meric; hyphens must be surrounded by alphas or nu-
merics; blanks must be surrounded by alphas or numer-
ics or continued to the end of the field (e.g., ab...b, aba).

Note: The same exceptions apply as set forth in “Employer Name Line 1”; also, the use of a percent sign (%) is not valid—use
c/o if necessary.

248-282 Employer Street 35 REXRED. Enter mailing address of employer.
Street address should include number, street, apartment,
or suite number (or P O Box if mail is not delivered to
street address). Left-justify and fill unused positions
with blanks. Position 248 must be alpha or numeric; hy-
phens must be surrounded by alphas or numerics or
continued to the end of the field (e.g., ab...b, aba).

Note: The only allowable characters are alphas, blanks, numerics, ampersands, hyphens and slashes. Punctuation such as
periods and commas are not allowed and will cause your file to be returned. For example, the address 210 N. Queen St.,
Suite #300 must be entered as 210 N Queen St Suite 300.

283-307 Employer City 25 RBQRED. Enter the city, town or post office.
Enter APO or FPO if applicable. Do not enter state
and ZIP Code information in this field. Position 283
must be alpha or numerics; blanks must be numeric;
hyphens must be surrounded by alphas or numerics;
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FORM W-4 RECORD FORMAT

Field
Position

Field Title

Length

Description and Remarks

blanks must be surrounded by alphas or numerics or
continued to the end of the field (e.g., ab...b, aba).

Note: The only allowable characters are alphas, blanks, numerics, ampersands, hyphens, and slashes. Punctuation such as periods
and commas are not allowed and will cause your file to be returned. For example, the city St. Louis must be entered as St Louis

308-309

Employer State
Code

2

RERED. Enter location code of employer.
Must use abbreviation shown in the location abbre-
viation table for Employee Location Code (field po-
sitions 140-141).

310-318

Employer ZIP Code

REQUIRED. Enter the valid nine digit ZIP Code
of employer. IF YOU ONLY HAVE FIVE (5)
DIGITS AVAILABLE, LEFT-JUSTIFY AND
ZERO FILL. Blank fill only if employer’s ZIP
Code is unavailable.

319-323

Transmitter
Control Code

REQUIRED. Enter 5-character Transmitter Control
Code (TCC) assigned by IRS/MCC.

324-331

Form W-4 Date

REQRED. Enter date located on signature line Form
W-4. If no date entered, generate current system date.
Format as YYYYMMDD (e.g.,19991231). Exempt
Status Form W-4 Compare “year effective date” on Line
7 to signature date. If year entered on Line 7 is later than
signature date, use Form W-4 date as a 01/01 receipt for
subsequent calendar year (e.g., Line 7 of Form W-4
shows an exempt status date of 2000 but
signature date is 19991031, use 20000101 as Form W-4
date.)

332-348

BLANK

17

Enter Blanks.

349-350

BLANK

Enter blanks, or carriage return/line feed (CR/LF)
characters.

FORM W-4 RECORD LAYOUT

Employee Social
Security Number

Employee
Name
Line 1

Employee Name
Line 2

Employee Stree
Address

Employee City

1-9

10-44

45-79

80-114 115-139

Employee State

Employee Zip
Code

Marital
Status

Exempt BLANK Allowances

Status

140-141

2001-4 I.R.B.
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FORM W-4 RECORD LAYOUT

Additional Amount BLANK Employer Employer Employer
Identification Name Line 1 Name Line 2
Number

157-163 164-169 170-178 179-213 214-247
Employer Street Employer City Employer State Employer ZIP Transmitter

Code Code Control Code

Line 1
248-282 283-307 308-309 310-318 319-323
Form W-4 Date BLANK BLANK or
CRI/LF
324-331 332-348 349-350

PART C. ELECTRONIC FILING SPECIFICATIONS

SEC. 1 BACKGROUND

.01 All electronic filing of information returns are received at IRS/MCC via the FIRE (Filing Information Returns Electronically)
System. The FIRE System can be accessed via analog and ISDN BRI connections. The system is designed to support the electror
filing of information returns only. The telephone number for electronic filiiy-B04-262-240Q) Publications and forms are no
longer available electronically from MCC. Users needing publications and forms will need to download them from the IR&’Web Sit
at www.irs.gov or order them by calling 1-800-TAX-FORM (1-800-829-3676).

SEC. 2. ADVANTAGES OF FILING ELECTRONICALLY

Some of the advantages of filing electronically are as follows:
(1) Results available within 10 workdays as to the acceptability of the data transmitted. It is the filer's responsibility to dial
back in and check results.
(2) Better customer service due to on-line availability of transmitter’s files for research purposes.

SEC. 3. GENERAL

.01 Electronic filing of Forms W-4, originals, and replacements of information returns is offered as an alternative to magnetic
media (tape, tape cartridge, or diskette) or paper submissions, but is not a requirement. Transmitters filing electroridally will
the magnetic media requirements for those withholding agents whom are required to file magnetically. It may also bethsed by wi
holding agents who are under the filing threshold requirement, but would prefer to file their information returns thigheayigh
inal file was sent magnetically, but was returned for replacement, the replacement may be transmitted electronically.

.02 The electronic filing of information returns is not affiliated with the Form 1040 electronic filing program. These two pro-
grams are totally independent, and filers must obtain separate approval to participate in each of them. All inquiriegdbercernin
electronic filing of information returns should be directed to IRS/MCC. IRS/MCC personnel cannot answer questions &F assist ta
payers in the filing of Form 1040 tax returns. Filers with questions of this nature will be directed to the Customenbérsee t
number(1-800-829-1040jor assistance.

.03 Files submitted to IRS/MCC electronically must be in standard ASCII code. No magnetic media or paper forms are to be sub-
mitted with the same information as the electronically submitted file.

.04 The format is the same for electronically filed records as they are for 3 1/2-inch diskettes, tapes, and tape cartridges, and must
be in standard ASCII code. For electronically filed documents, each transmission is considered a separate file.

SEC. 4. ELECTRONIC FILING APPROVAL PROCEDURE

.01 Filers must obtain, or already have, a Transmitter Control Code (TCC) assigned prior to submitting their files electronically.
(Filers who currently have a TCC for magnetic media filing do not have to request a second TCC for electronic filingp) PRefer t
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A, Sec. 5, for information on how to obtain a TCC.

.02 Once a TCC is obtained, electronic filers assign their own passwords and do not need prior or special approval.

.03 For all passwords, it is the user’s responsibility to remember the password and not allow the password to be comprom
Passwords are user assigned at first logon and are up to 8 alpha/numerics, which are case sensitive. A filer who fosigsts their
word, can calB04-263-8700or assistance.

Note: Passwords are case sensitive.

SEC. 5. ELECTRONIC SUBMISSIONS

.01 Electronically filed information may be submitted to IRS/MCC 24 hours a day, 7 days a week. Technical assistance will
available Monday through Friday between 8:30 a.m. and 4:30 p.m. Eastern time by3¢:liP@3-8700

.02 The FIRE System will be down yearly from December 29 through Januaryrfis will allow time for IRS/MCC to update
its system to reflect current year changes.

.03 Data compression is encouraged when submitting information returns electronMalBip and PKZip are acceptable com-
pression packages. UNIX COMPRESS may be acceptable; however, a test file is recommended to verify compatibility. IRS/
cannot accept self-extracting zip files or compressed files containing multiple files.

The time required to transmit information returns electronically will vary depending on the modem speed and the type of ¢
compression used, if any.The time required to transmit a file can be reduced by as much as 95 percent by using software
compression and hardware compressian

The following are actual transmission rates achieved in test uploads at MCC using compressed files. The actual tratessission
will vary depending on the modem speeds.

Transmission

Speed in bps 1000 Records 10,000 Records 100,000 Records
19.2K 34 Sec. 6 Min. 60 Min.
56K 20 Sec. 3 1/2 Min. 33 Min.

128K (ISDN) 8 Sec. 1 Min. 10 Min.

.04 Files submitted electronically will be assigned a unique filename ByREESystem (the users may name files anything they choose
from their end). Thélename assigned by the FIRE Systeithconsist of submission type [ORIG (original), or REPL (replacement)], the
filer's TCC and a four digit number sequence. The sequence number will be incremented for every file sent. For exangple, fif ét
original file for the calendar year and your TCC is 44444, the IRS assigned filename would be ORIG.44444.0001. Recardehdfiisn
information will be needed by MCC in order to identify the file, if assistance is required, and to complete Form 6466.

.05 Filers are advised not to resubmit an entire file if records were omitted from the original transmission. This willdesult in
plicate filing. A new file should be sent consisting of the records that had not previously been submitted.

SEC. 6. TRANSMITTAL REQUIREMENTS

.01 The results of the electronic transmission will be available in the File Status area of the electronic system within 1€, workd:
however, no further processing will occur until the signed Form 6466 is received. The Form 6466 must be postmarked by the
date of the return. No return is considered filed until a Form 6466 is received by IRS/MCC.

.02 Form 6466, which is located in the back of this publication, can be ordered by calling the IRS toll-free forms and publicatic
order numbef-800-TAX-FORM (1-800-829-3676),0r it may be computer-generated. It may also be obtained from the IRS’s In-
ternet Web Site atww.irs.gov. If a filer chooses to computer-generate Form 6466, all of the information contained on the origine
form, including the affidavit, must also be contained on the computer-generated form.

.03 Forms 6466 should be mailed to the following address:

If by Postal Service, air or truck freight:
IRS-Martinsburg Computing Center
Information Reporting Program
Attn: Electronic Filing Coordinator
240 Murall Drive
Kearneysville, WV 25430

Please indicate on the envelope the following message:
CONTAINS FORM 6466 INFORMATION - NO MAGNETIC MEDIA

SEC. 7. ELECTRONIC FILING SPECIFICATIONS

.01 The FIRE System is designed exclusively for the filing of Forms 1042-S, 1099, 1098, 5498, 8027, W2-G, and W-4.
.02 A transmitter must have a TCC before a file can be transmitted. If you have a TCC for magnetic media filing, that TCC «
also be used for electronic filing.

2001-4 I.R.B. 389 January 22, 2001



.03 ltis the filer's responsibility to dial back to verify the acceptability of files submitted by checking the file statidlzesys-
tem. These reports will be available on the electronic system in 10 workdays after the transmission is received by IRS/MCC.
.04 Contact the FIRE System by dialiB§4-262-2400 This number supports analog connections from 1200bps to 56Kbps or
ISDN BRI 128Kbps connections. The system can be accessed via Dial-up network/web (semvSerction & r communications
software(see Section 9) The Dial-up network/web browser will provide an Internet-like look without going through the Internet
(point-to-point). If you do not have this capability, a text interface is provided that can be accessed via communicaiesistftw
asHyperterminal, Procomm, PCAnywhere, .etc

SEC. 8. DIAL-UP NETWORK/BROWSER SPECIFICATIONS (WEB INTERFACE)

.01 The following are some general instructions (many of these settings may already be set by default in your software):
Dial-up network settings:
(a) Set dial-up server type to PPP
(b) Set network protocol to TCP/IP
Browser settings:
(a) Set to receive ‘cookies’
(b) Enable JavaScript or Jscript
(c) Browser must be capable of file uploads (i.e., Internet Explorer 4.0, Netscape 2.0 or higher)
(d) Enter the URL address of http://10.225.22R2member, this is a point-to-point connection, not the Internet.)
.02 Due to the large number of communication products available, it is impossible to provide specific information on all soft-
ware/hardware configurations. However, since most of our filers use Windows 95, 98 or NT software, the following instructions are
geared toward those products:

UPLOADING FILES WITH DIAL-UP NETWORKING/WEB BROWSER IN WINDOWS 95/98

(1) This is a point-to-point connection - - not the Internet.
(2) Your browser must be capable of file uploads, i.e., Internet Explorer 4.0 or Netscape Navigator 2.0 or higher.
(3) If you currently access the Internet via a LAN or a PROXY server, you will need to disable those options in your brodiser an
enable ‘Connect to the Internet using a modem’.
Select Programs

Accessories

Communicationg(Windows 98)

Dial-Up Networking

Fir st time connecting with Dial-Up Netwrk (If you have logged on previously, skip to Subsequent Dial-up Network Connections.)

The first time you dial-in, you will need to configure your Dial-Up Networking.

Select ‘Make new connection.

Type a descriptive name for the system you are calling.

Select your modem.

Click ‘Next’.

Enter area cod804and telephone numb&62-2400

Click ‘Next’.

When you receive a message that you have successfully created a new Dial-Up
Networking connection, clickinish’ .

Click ‘Connect’ to dial. If you are prompted for a user name and password,

complete according to local procedures; otherwise, cliK’ .

When you receive the message that you have connected to our system, click on your Web Browser
(remember, you are not connecting via the Internet - - this is a point-to-point connection)
In the URL Address enter http://10.225.224.2 and pEEER.

Subsequent Dial-Up Netark connections

Click ‘Connect.

If prompted for user name and password, complete according to local
procedures; otherwise, clicloK’.

When you receive ‘Connection Complete’, clok’ .

Click on your Web Browsdéremember, you are not connecting via the Internet)
In the URL Address entéitp://10.225.224.2nd presENTER.
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First time connection tdhe FIRE System(If you have logged on previously, skip to Subsequent Connections to the FIRE

Subsequent connections fthe

System.)

Click ‘Create New Account’

Fill out the registration form and cliciCreate’.

Enter yourlogon name(most users logon with their first and last name).
Enter yourpasswordthe password is user assigned and is case sensitive).
Click ‘Create’.

If you receive the message ‘account created’, ¢k’ .

Click ‘Start the Fire Application.

FIRE System

At Menu Options:

Click one of the following:

When the upload is complete,

Box 7b.

Click ‘Log On'.
Enter yourlogon name(most users logon with their first and last name).
Enter yourpasswordthe password is user assigned and is case sensitive).

Click ‘Information Returns’

Enter yourTCC:

Enter yourEIN:

Click ‘Submit’.

The system will then display the company name, address, city, state, ZIP code, and phone numt
This information will be used to contact or send any correspondence regarding this transmissior
Update as appropriate and/or clickccept'.

Original File

Replacement Fil€if you select this option, select one of the following):

FIRE Replacement(file was originally transmitted on this system) Click file to be replaced

Magnetic Media Replacement File
Enter the alpha character from Form 9267, Media Tracking Slip, that was returned with your
magnetic media shipment.

Click ‘Submit’.

Enter thedrive/path/filenameof the file you want to upload or clidBrowse’to locate the file.

Click ‘Upload’.

the screen will display the total bytes received and the file name to be recorded on your Form 64¢

If you have more files to upload for that TCC:
Click ‘File Another’ ; otherwise,
Click ‘Back to Main Menu’.

It is your responsibility to check the acceptability of your file; therefore, be sure to dial back into the system in 10 lsudatyss

At the Main Menu:

If ‘Results’ indicate:

2001-4 I.R.B.

Click ‘File Stats’.
Enter yourTCC:
Enter yourEIN:
Click ‘Search’.

‘File Good’ and you agree with the ‘Count of Payees’ and have mailed your Form 6466, you are
finished with this file. (Form 6466 is not needed on a replacement file unless the number of paye
has changed from the original/correction file.)
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IMPORTANT

‘File Bad’ - Correct the errors and resubmit the file as a ‘replacement’.

‘Not Yet Processed’ File has been received, but we do not have results available yet. Please check
back in a few days.

Click on the desired file for a detailed report of your transmission.

When finished viewing your files, click dain Menu’.

Click ‘Log Off’.

Close your Web Browser.

Go back into your Dial-Up Network and click ‘hang-up’; otherwise, you may stay connected and incur unnecessary phone

charges.

SEC. 9. COMMUNICATION SOFTWARE SPECIFICATIONS (TEXT INTERFACE)

.01 Communications software settings must be:

- No parity

- Eight data bits

- One stop bit
.02 Terminal Emulation must BéT100
.03 Due to the large number of communication products available, it is impossible to provide spe-
cific information on all software/hardware configurations. However, since most of our filers use
Windows 95, 98 or NT software, the following instructions are geared toward those products (Pro-
comm, PCAnywhere and many other communications packages are also acceptable and the prod-
uct does not necessarily need to be Windows based.):

UPLOADING FILES USING HYPERTERMINAL IN WINDOWS 95,98 OR NT

Select Programs

Accessories

Communicationg(Windows 98)

Hyperterminal
The first time you log on, selddperterminal Hypertermor Hypertermexeg whichever is avail-
able on your system. Thereafter, you can just select the icon that you have saved.

A box will appear titledConnection Description!

Enter a name and choose an icdar the connection:

Country Code: United States of America

Area Code:304

Phone Number262-2400

Connect Using: (default)

(If you need to modify the phone number, sétédet thenPropertiesto enter defaults for the area
code, phone numbers, and/or special access codes.)

Click onDial.

A ‘Connect’ box will appear to show the status.

FirstTime Logon

Logon Name and Bsswvord

Once you have connected to The FIRE System, if you do not get a menu within a few seconds, press
the ENTER key one time.

When you have connected to the system, grges to create your logon name and password.
Complete the registration information and ertérto create account.

Logon Name Enter a logon name. Most users enter their first and last name as the logon name.
Password Enter a password of your choosing (1-8 alpha/numerics - case sensitive).
After entering the password, you will go to the Main Menu.

Transferring Your Electronic File

January 22, 2001

Enter'A’ for Electronic Filing.

After reading Information Notice, preENTER.

Enter'A’ for Forms 1098, 1099, 5498, W-2G, 1042-S, 8027 and Questionable Forms W-4.
Press the Tab key to advance to TCC box; otherwise, ‘&itén exit.
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Select one of the following:

Enter yourTCC:

Enter yourEIN:

The system will then display the company name, address, city, state, ZIP code, and phone numt
This information will be used to contact or send correspondence (if necessary) regarding thi
transmission. If you need to update, enterto change information; otherwise, entgt to ac-

cept.

‘A’ for an Original file
‘B’ for a Replacement file

If you selected ‘B’ for a replacement file, select one of the following:

‘A" Replacement Files For This System
This option is to replace an original/correction file that was submitted electronically on this
system but was bad and needs to be replaced. Select the file needing replaced.
‘B’ Magnetic media replacement files
Enter the alpha character from Form 9267, Media Tracking Slip, that was returned with your
magnetic media shipment.
Choose one of the following protocols (Hyperterminal is normally set to Zmodem by default):
X - Xmodem
Y - Ymodem
Z - Zmodem (Zmodem will normally give you the fastest transfer rate.)

At this point, you must start the upload from your PC.

To send a file:
Go to the hyperterminal menu bar.
Click onTransfer.
Click onSend file

A box will appear titled ‘Send File’.

Enter the drive/path/filename or click @mowseto locate your file.
Click onSend

When the upload is complete, the screen will display the total bytes received and the file name to be recorded on your Form ¢

Box 7b.

PressENTER to continue.
If you have more files to send for the same TCC/EIN, &itestherwise, entein’.

It is your responsibility to check the acceptability of your file; therefore, be sure to dial back into the system in 10 lsusines

days.
At the Main Menu:

Enter‘B’ for file status.

If ‘Results’ indicate:

Press the Tab key to advance to TCC box; otherwise, ‘&nter exit.
Enter yourTCC:

Enter yourEIN:

Choose the appropriate option.

Tab to the file you want to look at and pr&$$TER.

‘File Good’ and you agree with the ‘Count of Payees’ and have mailed your Form 6466, you are
finished with this file. (Form 6466 is not needed on a replacement file unless the number of paye
changes from the original/correction file.)

‘File Bad’ - Correct the errors and resubmit the file as a replacement.

‘Not Yet Processed’- File has been received, but we do not have results available yet. Pleas
check back in a few days.

When you are finished, ent&’ from the Main Menu to logoff.

Enter2’ to hang-up.
2001-4 |.R.B.
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SEC. 10. MODEM CONFIGURATION

.01 Hardware features
(a) Enable hardware flow control
(b) Enable modem error control
(c) Enable modem compression

SEC. 11. COMMON PROBLEMS ASSOCIATED WITH ELECTRONIC FILING

The following are the major non-format errors associated with electronic filing:

1. No Form 6466, Transmittal of Forms W-4 Reported Magnetically/Electronically.

Even though you have sent your information returns electronically, you still need to mail a signed Form 6466 by the dibhe date of
return. See Part C, Section 6.03, for the mailing address.

2. Transmitter does not dial back to the electronic system to determine file acceptability.

The results of your file transfer are posted to the FIRE System within ten business days. It is your responsibilityfike aerify
ceptability and, if the file contains errors, you will be mailed a listing of the errors. Date received and number of palgearesco
also displayed.

3. Incorrect file is not replaced timely.

If your file is bad, correct the file and timely resubmit as a replacement.

4. Transmitter compresses several files into one.

Only compress one file at a time. For example, if you have 10 uncompressed files to send, compress each file separatély and send
separate compressed files.

5. Transmitter sends a file and File Status indicates that the file is good, but the transmitter wants to send a replacemdat fi
to replace the original file.

Once a file has been transmitted, you cannot send a replacement file unless File Status indicates the file is bad (10 business
days after file was transmitted). If you do not want us to process the file, you must first contact us at 304-263-8700 tofsee i
this is a possibility. However, this will count as a replacement.

6. File is formatted as EBCDIC.

All files submitted electronically must be in standard ASCII code.

Part D. Miscellaneous Information

Sec. 1. Addresses for Martinsburg Computing Center

To submit an application to file, Form 6466, correspondence, and magnetic media files, use the following:

Mailing by U. S. Postal Service, truck, or air freight: @an >

IRS—Martinsburg Computing Center
Information Reporting Program

240 Murall Drive

Kearneysville, WV 25430

Sec. 2. Telephone Numbers for Contacting IRS/MCC

Information Reporting Program Call Site: 304-263-870Q]
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Telecommunication Device for the Deaf (TDD): 304-267-3367

Between 8:30 a.m. and 4:30 p.m. Eastern Time
Monday through Friday

Electronic Filing via FIRE - 1-304-262-2400
Information Returns FAX Machine: 304-264-5602

@
HOURS OF OPERATION — FIRE SYSTEM & FAX
24 HOURS A DAY
7 DAYS AWEEK

This is the end of Publication 1245 for Tax Year 2000.
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Part IV. Items of General Interest

Notice of Proposed Rulemaking; may submit comments electronically via thsection 641(c) by the Internal Revenue
Notice of Proposed Rulemaking Internet by selecting the “Tax Regs” optiorService Restructuring and Reform Act of
by Cross Reference to on the IRS Home Page, or by submitting998, Public Law 105-206 (112 Stat.
comments directly to the IRS Internet site 88007(f)(2)) (July 22, 1998).

http://www.irs.gov/tax_regs/regslist.html
The public hearing will be held in the

Temporary Regulations; and

Notice of Public Hearing Explanation of Provisions

Electing Small Business Trust Internal Rever_wg Building Auditorium, 4. o

1111  Constitution  Avenue, NW,,
REG-251701-96 Washington, DC. Prior to the 1996 Act, the only trusts
AGENCY: Internal Revenue ServiceFOR FURTHER INFORMATION CON- that were permitted S corporation share-

(IRS), Treasury. TACT: Concerning the proposed regu|a_holders were wholly-owned grantor trusts,

tions, Bradford Poston or James A. Quinnvoting trusts, certain grantor trusts after
ACTION: Notice of proposed rulemak- (202) 622-3060; concerning submissiong‘e grantor's death, and qualified sub-
ing; notice of proposed rulemaking byand the hearing, Sonya M. Cruz, (ZozyhapterStrusts (QSSTs). These trusts are
cross reference to temporary regulation%;zz_?lgo; (not toll-free numbers). not taxed at the trust level, and the deemed
and notice of public hearing. owner or owners are taxed directly on the

SUPPLEMENTARY INFORMATION: i i
SUMMARY: This document contains tax items of the trusts, except for certain

proposed regulations relating to the qualiPaperwork Reduction Act gelsazrgffi%?(/?) (iit)rUStQSSSTdseZ(r::t:'zduirelg
fication and treatment of electing small ' ' q

business trusts (ESBTs). The proposed The collections of information in this to have a single income beneficiary, and
regulations interpret the rules added to thotice of proposed rulemaking have beedll of the income must be currently dis-
Internal Revenue Code (Code) by sectioffViewed and approved by the Office offibuted to such beneficiary. The 1996 Act
1302 of the Small Business Job Protectioanagement and Budget in accordanc@eated ESBTS to allow more flexibility in
Act of 1996 and section 1601 of theVith the Paperwork Reduction Act (44the types of trusts that are permﬁtc_edScor-
Taxpayer Relief Act of 1997. In addition,Y-S-C. 3507) under control numbergporation shareholders and, in particular, to
the text of the temporary regulations pubt®45-1523 and 1545-1591. facilitate family financial planning.
lished in T.D. 8915, page 359, also serves AN @gency may not conduct or sponsoH! Rep. No. 586, 104Cong., 2d Sess. 82
as the text of these proposed regulatiord!d & person is not required to respond t61996), S. Rep. No. 281, 164Cong., 2d
with respect to an ESBT or a trus@ collection of information unless it dis-Sess. 46 (1996).  Unlike a QSST, an
described in section 401(a) or sectioRlays & valid control number assigned bfSBT may have multiple beneficiaries
501(c)(3) that is exempt from taxationth€ Office of Management and Budget. and may also accumulate trust income.
under section 501(a) not being treated as aBOOkS or records relating to a collec- Section 1361(€)(1) defines the term
deferral entity for purposes of §1.444—2Ttion of information must be retained a$ !ectlng small business truas any trust
The proposed regulations affect S corpd®Nd as their contents may become matet- (1) the trust does not have as a benefi-
rations and certain trusts that own S cof@! in the administration of any internalciary any person other than an individual,
poration stock. This document also protévenue law. Generally, tax returns anén estate, or an organization described in
vides notice of a public hearing on thest®x retum information are confidential, assection 170(c)(2) through (5); (2) no inter-

regulations required by 26 U.S.C. 6103. est in the trust was acquired by purchase;
' and (3) an election has been made with
DATES: Written or electronic commentsBackground respect to the trust.

must be received by April 4, 2001.
Requests to speak (with outlines of oral
comments to be discussed) at a publ . .
hearing scheduled for April 25, 2001, a egulations (26 CFR Part 1) relating to

: , corporations and electing small busine
10:a.m. must be received by April 4, 2001t'rusts (ESBTSs). Section 1302 of the Sma

ADDRESSES: Send submissions toBusiness Job Protection Act of 1996
CC:M&SP:RU (REG-251701-96), roomPublic Law 104-188 (110 Stat. 1755
5226, Internal Revenue Service, POB 7604August 20, 1996) (the 1996 Act), amend-

Ben Franklin Station, Washington, DCed sections 641 and 1361 of the Code {©sBT Beneficiaries

20044. Submissions may be hand deliverggermit an ESBT to be an S corporation

between the hours of 8 a.m. and 5 p.m. tehareholder. Further amendments were Notice 97-49 (1997-2 C.B. 304) clari-
CC:M&SP:RU (REG-251701-96), made to section 1361(e) by the Taxpaydies the definitions of beneficiary (for pur-
Courier's Desk, Internal Revenue ServiceRelief Act of 1997, Public Law 105-34poses of section 1361(e)(1)(A)(i)) and
1111  Constitution  Avenue, NW, (111 Stat. 1601(c)(1)) (August 5, 1997)potential current beneficiary (for purposes
Washington, DC. Alternatively, taxpayersPrior section 641(d) was redesignated & section 1361(e)(2)) and also clarifies

Section 1361(c)(2)(B)(v) provides that,
r purposes of section 1361(b)(1) (the
é corporation shareholder limitations),
each potential current beneficiary of an
SBT will be treated as a shareholder.

uring any period that there is no poten-
tial current beneficiary of an ESBT, the
rust shall be treated as the shareholder.

This document contains proposeq
0
mendments to the Income Ta
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the treatment of ESBT distributions. Theprovide rules for the treatment of grantodistribution of S stock from a decedent’s

proposed regulations, when finalized, willtrusts electing ESBT status. estate (that is, a trust described in section
modify and replace the rules of Notice , L 1361(c)(2)(A)(iii)), the estate of the dece-
97-49. Potential Current Beneficiaries dent is treated as the only potential current

dpeneficiary of the trust . In no case will

L The proposed regulations provide th
Beneficiary prop 9 P the same person be counted twice when

the term potential current beneficiary S 4
The proposed regulations provide guidmeans, with respect to any period, an§€t€rmining the number of S corporation
ance as to who is an ESBT beneficianperson who at any time during such perehareholders.
Generally, a beneficiary includes any pered is entitled to, or at the d_isc_reti(_)n of an¥-spT Election
son who has a present, remainder, grerson may receive, a distribution from
reversionary interest in the trust other thathe principal or income of the trust. In Notice 97-12 (1997-1 C.B. 385) pro-
a remote, contingent interest. If an ESBTGeneral, a person who may receive a disides the procedures for making the
makes distributions to another trust (théribution from the ESBT under a currentlyESBT election. Under that notice, the
distributee trust), the distributee trust iexercisable power of appointment is &SBT election is required to contain cer-
not treated as a beneficiary of the ESBTpotential current beneficiary. In additiontain information and representations, and
However, the beneficiaries of the distribuin the case of an ESBT that is a grantds required to be filed with the service cen-
tee trust will be counted as beneficiarietrust, the proposed regulations providéer where the S corporation files its
of the ESBT. Persons whose future benéhat the deemed owner of the grantor trugicome tax returns. These proposed regu-
ficial interest is so remote as to be neglis also to be treated as a potential curretgtions, when finalized, will modify and
gible are not beneficiaries. Generallybeneficiary. replace the rules in Notice 97-12.
when the probability that a person will Under the definitions set forth in the Under the proposed regulations, the
receive any distribution from the trust isproposed regulations, a potential currertustee of an ESBT makes a single ESBT
less than 5 percent, at a particular timéyeneficiary is not necessarily a beneficiaelection by filing a statement with the ser-
that person’s interest would be so remote of the trust and vice versa. For examvice center where the ESBT files its Form
as to be negligible. Finally, the tefmen- ple, a person in whose favor propertyt041,U.S. Income Tax Return for Estates
eficiary does not include a person incould currently be appointed, but to whonand Trusts. This procedure will be more
whose favor a power of appointment mayo such appointment has been made, iscanvenient for taxpayers than the proce-
be exercised until the power is actuallypotential current beneficiary, but not adures of Notice 97-12 if the ESBT holds
exercised. beneficiary. Conversely, a person who istock in more than one S corporation. No
a non-contingent remainder beneficiary ofrust documents are required to be
a non-grantor trust is a beneficiary, but naattached to the election statement.
The proposed regulations provide guid‘? potential current benef_lmary. _ _ The prop(_)se_:d regulations proylde that
- o . The proposed regulations provide spdf a trust satisfies the ESBT requirements
ance regarding the prohibition on acquir-. ' o .
- - : cial rules if current distributions can beand makes an ESBT election, the trust
ing an interest in an ESBT by purchase; de 1o a distributee trust. If the distribwill be treated ESBT for federal
The proposed regulations provide that thdade to a distributee trust. e distribwill be treated as an or federa
o ey ; utee trust does not qualify to be a sharéacome tax purposes as of the effective
prohibition applies if any portion of a ben- : . .
ST o e holder of an S corporation under sectiodate of the ESBT election. These effec-
eficiary’s basis in the beneficiary’s inter- . .
- ; - 21361(c)(2)(A),then the trust is consideredive dates generally follow the rules of
est is determined under section 101 : - ? o
; . }he potential current beneficiary and thu§1.1361-1(j)(6)(iii) for qualified sub-
Thus, a part-gift, part-sale of a beneficia harehold In that h hapter S trust SST lecti
interest will terminate the trust's status a8 s,arg OI etr_. nt a c?se,b N corp(:LaE atp etr_ ESrLI;' (IQ " ) eh_ech|ons.
an ESBT. Beneficiaries may not purchas on's t'e e(;] lon ermllr?a_;:ls re]:cauhseld ) :0 edc Ic\i/?[ b € ec;flor:_s, w IIC it ‘;:e
interests in the trust, but the ESBT itself iiorﬂ?]ra lon has antlnetlgl de s a:jet 0 eaT e?fe_l to et_comtehe ective Onytlf €
allowed to purchase S corporation stock, or this purpose, a trust is deemed to quatkust fails to sa |_sfy e requirements for a
ify to be a shareholder of an S corporatiotrust described in section 1361(c)(2)(A)(i)

Interests Acquired by Purchase

Grantor Trusts under section 1361(c)(2)(A) if it would bethrough (iv), are prohibited. Unlike a pro-
_ _ eligible to make a QSST or ESBT electiortective QSST election, a protective ESBT
The proposed regulations provide that g it owned S corporation stock. election could result in a change in the

trust, all or a portion of which is treated as | the distributee trust does qualify to bencidence of taxation from the owner of

owned by an individual under subpart Ea shareholder of an S corporation undehe trust to the trust itself. If a trust fails

part I, subchapter J, chapter 1 of theection 1361(c)(2)(A), in general, theto qualify as an eligible S corporation

Internal Revenue Code (Code) (a grantgjotential current beneficiaries of the disshareholder under section 1361(c)(2), and
trust), may elect to be an ESBT. Theributing ESBT will include the potential consequently the S corporation election is
Treasury Department and the IRS believeurrent beneficiaries of the distributedneffective or terminated, relief may be

that Congress did not intend to precludgust. However, if the distributee trust is available under section 1362(f) for an

this type of trust, which is a common famformer grantor trust prior to the owner'sinadvertent ineffective S corporation elec-
ily estate planning tool, from electingdeath (that is, a trust described in sectiotion or an inadvertent S corporation termi-
ESBT status. The proposed regulationg3e1(c)(2)(A)(ii)), or is a trust receiving anation.
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Conversions of QSSTs and ESBTs consists of an S portion, a non-S portiorglready an eligible S corporation share-
and in some instances a grantor portiomolder and the trust makes an ESBT elec-
Rev. Proc. 98-23 (1998-1 C.B. 662)rp¢ jtems of income, deduction, and crection during the trust's taxable year, the
provides procedures for the conversion qf 5yribytable to any portion of the ESBTelecting trust will be treated as a separate
a QSST to an ESBT and an ESBT 10 feateq as owned by a person under thexpayer for purposes of allocating S cor-
QSST. The proposed regulations, Whepanior trust rules of subpart E, includingoration items under section 1377(a)(1).
finalized, will modify and replace the Pro-s corporation stock and other propertyiowever, the ESBT election does not
cedures of Rev. Proc. 98-23 and providgne grantor portion), are taken intoresult in the prior trust being treated as
rules with respgct to these CONVEISIONS. 5ccount on that individual's tax returnterminating its entire interest in its S cor-
The conversion procedure provided in, .o a0t to the normal rules applicable tporation  stock  for  purposes  of
the propo_sed regulations dn‘fers_ from th rantor trusts. Other items of income81.1377-1(b), unless the prior trust is one
prowpled In Rev. Prpc. 98._23' in that ,th eduction, and credit are, pursuant telescribed in section 1361(c)(2)(A)(ii) or
election must be filed _W'th the SENVIC&hese proposed regulations, attributed tGii). Therefore, the S corporation is gen-
center where the tru§t files its income taéither the S portion, which includes the Srally not permitted to make the election
return, as well as W'th the_ service Centet’,:orporation stock, or the non-S portionfo terminate the taxable year under section
where the 3 corporation files its INCOM& hich includes all other assets of the trust.377(a)(2). The trust will be treated as a
tax return_. The elect|.on must b.e filed "rhe s portion is subject to tax under th&ingle taxpayer for purposes of determin-
both service centers if the service Centelhecial rules of section 641(c), while théng the taxation of distributions from the
for the trust is different from. the service, . o portion is subject to the normatrust. Thus, distributions made after the
center for the S corporation becausg, o iy ation rules of subparts A througteffective date of the ESBT election may
QSST elections are filed with the SEVICE of subchapter J. still carry out distributable net income of

center where the S corporation files its The proposed regulations provide thathe trust earned during the taxable year

Income tax return and ESBT (_electlpnsif an otherwise allowable deduction of thébefore the effective date of the ESBT
will be filed where the trust files its

S portion is attributable to a charitableglection.

income tax return under the new procesvip sion paid by the S corporation, the The proposed regulations provide that

dures oot forft_h g tzeseTErofgzed r(‘;l"‘-]’‘;"'E‘:bntribution will be deemed to be paid byfor purposes of determining whether the
tions, when finalized. The IRS and the, o portion pursuant to the terms of thexception to estimated taxes under section
Treasury Department specifically requesf .. governing instrument within the6654(d)(1)(B) applies, the trust will not be

comments on whether the rules for filin

gmeaning of section 642(c)(1). The othegonsidered a different taxpayer as a result

QSST elections Slmllarly should be equirements of section 642((;)(]_) mus@f the ESBT election. Therefore, if the

changed to permit the filing of a QSS-li(rellso be met for the contribution to beESBT makes estimated tax payments
election with the service center where th

trust files its return rather than with thegedUCt.ible. by j[he S portion, and thé?qu-a}l t0 100 perc_ent OT the prior year's tax
service center for the S corporation(s) deduction is limited to the amount of theiability, no penalties will apply.

P " gross income of the S portion. If a pay- The proposed regulations provide that
Consent to the S Corporation Election ment is made to a charitable organizatioffiterest expenses paid on loans used to

by the ESBT pursuant to the terms of itpurchase the S corporation stock must be
Notice 97-12 provides that, for purposegoverning instrument, such payment igllocated to the S portion of the ESBT but

of the ESBT's consent to the S corporatiogeductible, subject to the provisions of'€ not deductible by the S portion
election under section 1362(a), only theection 642(c)(1), to the extent it is paidecause they are not administrative
trustee needs to consent to the S corporatigfym the gross income of the non-S por€XPenses.

election _bec;ayse the ESBT is taxed on theydn of the trust. Thus’ if the ESBT CON"ESBT Terminations
corporation’s income and the trustee makggputes S corporation stock to a charitable
the ESBT election. These proposed regulgrganization, no deduction is allowed The proposed regulations provide that
tions, when finalized, will modify and ynder section 642(c)(1) because the cogenerally a trustee must seek the consent
replace the rules in Notice 97-12. tribution is not paid out of the grossof the Commissioner to revoke its ESBT
Under the proposed regulations, if th§ncome of the non-S portion. election by obtaining a private letter rul-
ESBT is also a grantor trust, the deemed The proposed regulations provide guiding. However, the Commissioner’s con-
owner must also consent to the S Corporgnce regarding the treatment of proceedent is granted for revocations that occur
tion election because such owner will bgecejved by an ESBT from the sale of S coen the conversion of an ESBT to a QSST
taxed on all or a portion of the S corporaporation stock when income from the sale iander the procedures set forth in the pro-
tion's income. If there is more than oNgeported on the installment method undgsosed regulations.
trustee, the trustee or trustees with authogection 453. The income recognized with The proposed regulations provide that
ity to legally bind the trust must consent iQagpect to the installment proceeds is takéhan ESBT fails to meet the definitional

the S corporation election. into account by the S portion. The interesiequirements of an ESBT under section
ESBT Taxation on the installment obligation is taken intal361(e), the trust's ESBT status termi-
account by the non-S portion. nates immediately upon such failure to

The proposed regulations provide that, The proposed regulations provide thaqualify. However, if an ESBT acquires
for federal income tax purposes, an ESBT a trust holds S corporation stock and isn ineligible potential current beneficia-
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ry, the ESBT has 60 days in which to disregulations are published in tlederal the time to be devoted to each topic

pose of all of its S corporation stock tdRegister. (signed original and eight (8) copies) by
prevent termination of the S corporation Notice 97-12 (1997-1 C.B. 385). April 4, 2001.

election. If the S corporation stock is not Notice 97-49 (1997-2 C.B. 304). A period of 10 minutes will be allotted
disposed of within the 60-day period, Rev. Proc. 98-23 (1998-1 C.B. 662). to each person for making comments.
then the S corporation election will ter- , An agenda showing the scheduling of
minate as of the first day that the ineligiSPecial Analyses the speakers will be prepared after the

l;le pfgr'son became a potential current It has been determined that this notic%eadllne]forr] recemgg ogﬁlges hgls Elals:,ed.
eneniciary. . of proposed rulemaking is not a signifi- opies of the agen a wiil be avariable free
Finally, the proposed regulations pro- nof charge at the hearing.

ide that ESBT electi I ~cant regulatory action as defined i
terminated if the ESBT fails to hold any. latory assessment is not required. It is

corporation stock. However, a trust V.V'I_Ihereby certified that the collection of The principal authors of these regula-
continue to be treated as an ESBT if it thformation in the regulations will not tions are Bradford Poston and James A.
reporting income from the saI.e Of S COMpave a significant economic impact on &uinn of the Office of Associate Chief
poration stock under the installment, , iantial number of small entities. Thi€ounsel (Passthroughs and Special
method of section 453, certification is based upon the fact that thindustries), IRS. However, other person-
Section 444 Elections estimated average burden per trust inel from the IRS and Treasury
complying with the collections of infor- Department participated in their develop-
The text of the temporary regulationsnation in §1.1361-1(m) is 1 hour.ment.
published in T.D. 8915 serves as the textherefore, a Regulatory Flexibility ok ok Kk

of these proposed regulations with respe@nalysis under the Regulatory Flexibility

to an ESBT and a trust described in segct (5 U.S.C. chapter 6) is not requiredPrOpOSE?d Amendments to the
tion 401(a) or section 501(c)(3) that ispursuant to section 7805(f) of the Codd}egulations

501(a). These temporary regulations prasubmitted to the Chief Counsel fors be amended as follows:
vide that an ESBT and a trust described iAdvocacy of the Small Business

section 401(a) or section 501(c)(3) that iadministration for comment on its impactPART I—INCOME TAXES
exempt from taxation under sectiorpn small business.

501(a) are not deferral entities for purpos- Paragraph 1. The authority citation for

es of §1.444-2T. Comments and Public Hearing part 1 is amended by adding an entry in
numerical order to read in part as follows:

Proposed Effective Date Before these proposed regulations are Authority: 26 U.S.C. 7805. * * *

) . adopted as final regulations, considera- Section 1.444—4 is also issued under 26
The regulations regarding ESBTS undefioy il be given to any written com- U.S.C. 444(g).
§1.641-1(d) through (k), 81.1361-1(N)ynents (a signed original and eight (8) Par. 2. Section 1.444—4 is added to read

M), (MB)W(F), ()(12), and (M), qgpies) that are timely submitted to thes follows:
81.1362-6(b)(2)(\v), 81.1377-1(a)(2)(ii)|Rs. The IRS and Treasury Department
and (c)Example 3are proposed to applyspecifically request comments on tha1.444—-4 Tiered structure.

on and after the date the final regulationgjarity of the proposed regulations and [The text of this proposed section is the
are published in thederal Register oy they can be made easier to undegame a5 the text of §1.444-4T published
The IRS and the Treasury Departmendiang Al comments will be availablet 8915] ' P

have beg:omg aware of potentially abusivg,, public inspection and copying. .P.ar 3 ' Sections 1.641(c)-0 and
transactions _mvolvmg ESBTs that assume A pyblic hearing has been scheduleq 641&0)—.1 are added to réad as follows:
the applicability of the rules of sectiong, April 25, 2001, at 10:00 a.m. in the :

641(c) to the taxation of the grantor porynierna| Revenue Building Auditorium, § 1.641(c)-0 Table of contents.
tion of such trusts. See Notice 200061111  Constitution Avenue  NW.

2000—4_19 I.R.B. 1 Thus, the reQU|ati°nWashington, DC. Because of access Thi§ segtion lists the following captions
r§elggﬂ'(n§] 1t(a>)<at(|tc)))n C:; (E)SBTS underbestrictions, visitors will not be admittedcontained in 81.641(c)-1:

' ¢)-1a), and (C) aré proposefeyond the Internal Revenue Buildin i ;
to be applicable for taxable years of y %1.641(c)-1 Electing small business

obby more than 15 minutes before the o
ESBTSs that end on and after the prOpos%aring starts. :

regulations are filed in theFederal  the ryles of 26 CFR 601.601(a)(3) (a) In general.
Register. apply to the hearing. (b) Definitions.
Effect on Other Documents Persons that Wi_sh to present qral com- (1) Grant(_)r portion.
ments at the hearing must submit written (2) S portion.
The following documents are proposed@omments by April 4, 2001, and submitan (3) Non-S portion.
to be superseded as of the date the finaltline of the topics to be discussed and (c) Taxation of grantor portion.
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(d) Taxation of S portion. er person under subpart E. (3) Gains and losses on disposition of S

(2) In general. (3) Non-S portion The non-S portion stock—(i) In general The S portion takes
(2) Section 1366 amounts. of an ESBT is the portion of the trust thainto account any gain or loss from the dis-
(3) Gains and losses on disposition of consists of all assets other than S corporpesition of S corporation stock. No
S stock. tion stock and that is not treated as ownetkeduction is allowed under section
(4) State and local income taxes and by the grantor or another person undet211(b)(1) and (2) for capital losses that
administrative expenses. subpart E. exceed capital gains.

(e) Tax rates and exemption of S por-  (c) Taxation of grantor portion The (i) Installment methadlf income from
tion. grantor or another person who is treatethe sale or disposition of stock in an S cor-
(1) Income tax rate. as the owner of a portion of the ESBTporation is reported by the trust on the
(2) Alternative minimum tax exemp- includes in computing taxable incomenstallment method, the income recog-
tion. items of income, deductions, and creditaized under this method is taken into
(f) Taxation of non-S portion. against tax attributable to that portion ofccount by the S portion. See paragraph
(2) In general. the ESBT under section 671. (H(3) of this section for the treatment of
(2) Dividend income under section (d) Taxation of S portioa-(1) In gener- interest on the installment obligation. See
1368(c)(2). al. The taxable income of the S portion i€1.1361-1(m)(5)(ii) regarding treatment
(3) Interest on installment obligations. determined by taking into account onlyof a trust as an ESBT upon the sale of all
(4) Charitable deduction. the items of income, loss, deduction, o corporation stock using the installment
(9) Allocation of state and local credit specified in paragraphs (d)(2), (3)method.

income taxes and administration and (4) of this section, to the extent not (jii) Distributions in excess of basis.
expenses. attributable to the grantor portion. Gain recognized under section 1368(b)(2)
(h) Treatment of distributions from the  (2) Section 1366 amounts(i) In gener- from distributions in excess of the ESBT’s
trust. al. The S portion takes into account théasis in its S corporation stock is taken
(i) Termination or revocation of ESBT items of income, loss, deduction, or crediinto account by the S portion.

election. that are taken into account by an S corpora- (4) State and local income taxes and
(i) Effective date. tion shareholder pursuant to section 136&dministrative expenses(i) In general

(k) Examples. and the regulations thereunder. Normabtate and local income taxes and adminis-

rules applicable to trusts apply in determintrative expenses directly related to the S
ing the extent to which any loss, deductiorportion and those allocated to that portion
or credit may be taken into account in detein accordance with paragraph (g) are
(a) In general An electing small busi- mining the taxable income of the S portiontaken into account by the S portion.
ness trust (ESBT) within the meaning ofee § 1.1361-1(m)(3)(iv) for allocation of (ii) Special rule for certain interest
section 1361(e) is treated as two separalieose items in the taxable year in which thinterest paid by the trust on money bor-
trusts for purposes of determining incom&SBT election is made if, before the effecrowed by the trust to purchase stock in an
tax. The portion of an ESBT that consist§ve date of the election, the trust was & corporation is allocated to the S portion
of stock in one or more S corporationshareholder of the S corporation. but is not a deductible administrative
(the S portion) is treated as one trust. The (i) Special rule for charitable contri- expense for purposes of determining the
portion of an ESBT that consists of all théutions If a deduction described in parataxable income of the S portion.
other assets in the trust is treated as a sggaph (d)(2)(i) of this section is attribut- (e) Tax rates and exemption of S por-
arate trust. The grantor or another persd@ble to a charitable contribution paid bytion—(1) Income tax rate Except for
may be treated as the owner of all or the S corporation, the contribution willcapital gains, the highest marginal trust
portion of either or both such trusts undelpe deemed to be paid by the S portiorate provided in section 1(e) is applied to
subpart E, part |, subchapter J, chapter gursuant to the terms of the trust’s govthe taxable income of the S portion. See
of the Internal Revenue Code. In addierning instrument within the meaning ofsection 1(h) for the rates that apply to the
tion, the non-S portion may consist ofsection 642(c)(1) . The other requireS portion’s net capital gain.
more than one share pursuant to sectionents of section 642(c)(1) must also be (2) Alternative minimum tax exemption
663(c). See § 1.1361-1(m) for the treatmet for the contribution to be deductibleThe exemption amount of the S portion
ment of an ESBT as a single trust foin computing the taxable income of the $inder section 55(d) is zero.

§ 1.641(c)-1 Electing small business
trust.

administrative purposes. portion. Such a deduction cannot exceed (f) Taxation of non-S portiea(1) In
(b) Definitions—(1) Grantor portion the amount of gross income of the S pogeneral The taxable income of the non-S
The grantor portion of an ESBT is thetion. portion is determined by taking into

portion of the trust that is treated as owned (iii) Multiple S corporations If an account all items of income, deduction,
by the grantor or another person undeESBT owns stock in more than one &nd credit to the extent not taken into
subpart E. corporation, items of income, loss,account by either the grantor portion or
(2) S portion The S portion of an deduction, or credit from all the S cor-the S portion. The items attributable to
ESBT is the portion of the trust that conporations are aggregated for purposes tfie non-S portion are taxed under subparts
sists of S corporation stock and that is natetermining the S portion’s taxableA through D of part |, subchapter J, chap-
treated as owned by the grantor or anotlincome. ter 1 of the Internal Revenue Code.
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(2) Dividend income under sectionthat is reasonable in light of all the cirdoss under section 172; a capital loss car-
1368(c)(2) Any dividend income within cumstances, including the terms of theyover under section 1212; or deductions
the meaning of section 1368(c)(2) igyoverning instrument, local law, and thén excess of gross income; then any such
includible in the gross income of the nonpractice of the trustee with respect to thioss, carryover, or excess deductions shall
S portion. trust if it is reasonable and consistente allowed as a deduction, in accordance

(3) Interest on installment obligations The taxes and expenses apportioned with the regulations under section 642(h),
If income from the sale or disposition ofeach portion of the ESBT are taken intdo the trust, or to the beneficiaries suc-
stock in an S corporation is reported byccount by that portion. ceeding to the property of the trust if the
the trust on the installment method, the (h) Treatment of distributions from theentire trust terminates.
interest on the installment obligation igrust Distributions to beneficiaries from (j) Effective date This section general-
includible in the gross income of the nonthe S portion or the non-S portion, includdy is applicable on and after the date the
S portion. See paragraph (d)(3)(ii) of thisng distributions of the S corporationfinal regulations are published in the
section for the treatment of income fronstock, are deductible under section 651 drederal Register However, paragraphs
such a sale or disposition. 661 in determining the taxable income ofa), (b) and (c) of this section are applica-

(4) Charitable deduction For purposes the non-S portion, and are included in thele for taxable years of ESBTs that end on
of applying section 642(c)(1) to paymentgross income of the beneficiaries undeand after December 28, 2000.
made by the trust for a charitable purpossgection 652 or 662. However, the amount (k) Examples The following examples
the amount of gross income of the trust ief the deduction or inclusion cannotllustrate the rules of this section:
limited to the gross income of the non-Sxceed the amount of the distributable net Example 1 Comprehensive example(i) Trust
portion. See paragraph (d)(2)(ii) of thisncome of the non-S portion. Items takefj2s @ valid ESBT election in effect. Under section

. . . B . 678,B is treated as the owner of a portion of Trust
section for.spefmal rulgs concerning charinto ac_count by the grantor portion or th%onsisting of a 10% undivided fractional interest in
table contributions paid by the S corporaS portion are excluded for purposes Ofryst. No other person is treated as the owner of any
tion that are deemed to be paid by the &termining the distributable net incomether portion of Trust under subpart E, part I, sub-
portion. of the non-S portion of the trust. chapter J. Trust owns stock ¥ an S corporation,

(g) Allocation of state and local (i) Termination or revocation of ESBTa"d inY, a C corporation. During 2000, Trust
. L . . . receives a distribution fronX of $5,100, of which
income taxes and administration (.expenelect'lon If the ESBT election of the trustes 000 is applied against Trust's adjusted basis in the
es Whenever state and local incoméerminates pursuant to 81.1361-1(m)(5y stock in accordance with section 1368(c)(1) and
taxes or administration expenses relate tw the ESBT election is revoked pursuarg100 is a dividend under section 1368(c)(2). Trust
more than one portion of an ESBT, theyo §1.1361-1(m)(6), the rules containedhakes no distributions to its beneficiaries during the
must be allocated between or among tha this section are thereafter not applicab&a" o
portions to which they relate. Thesdo the trust. If, upon termination or revo- (i) For 2000, Trust has the following items of

. . . . ~ income and deduction:
items may be allocated in any mannetation, the S portion has a net operating

Ordinary income attributable B under section 1366Y . . .. .. ... ... $5,000
Dividend iNCome fromY . . . ... e $900
Dividend fromX representing C corporation earnings and profits . . .......... ... ... . it .3100
Total trUST INCOME . . . oo e e e $6,000
Charitable contributions attributable Xounder Section1366 . . . .. .. .. ...ttt $300
TIUSEEE TS . . i $200
State and [0Cal INCOME TAXES . . . . . . ottt it e e e e e e e e e e e $100

(iii) Trust's items of income and deduction are divided into a grantor portion, an S portion, and a non-S portion for pudetsesining the taxation of those
items. Income is allocated to each portion as follows:

B must take into account the items of income attributable to the grantor portion, that is, 10% of each item, as follows:

Ordinary INCOME frONK . . . . .o e et e e e e $500
Dividend INCOME frOMY . . . oot e e e $90
Dividend iNCOME frONK . . . ..o e e $10
Total grantor POrtioN INCOME . . . . . . ottt et e e et e e e e e e e e e e e e e e e e $600

The total income of the S portion is $4,500, determined as follows:
Ordinary income fronX
Less: Grantor portion
Total S portion income

The total income of the non-S portion is $900 determined as follows:

Dividend income fron¥ (Iess grantor POrtion) . . . . . ... e e e ———— e $810
Dividend income fronX (IeSS grantor POITiON) . . . . ...ttt e e e e e e —— $90
Total NON-S POrtION INCOME . . . . ..ttt et e e e e e e e e e e e e e e e e e e e e e $900

(iv) The administrative expenses and the state and local income taxes relate to all three portions and under state |aaliovaitéd batably to the $6,000 of
trust income. Thus, these items would be allocated 10% (600/6000) to the grantor portion, 75% (4500/6000) to the S p&&tof@@aBA00) to the non-S por-
tion.

(v) B must take into account the following deductions attributable to the grantor portion of the trust:
Charitable contributions from . . . ... .. e $30
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TTUSEEE TS . . .ttt $20
State and [0Cal INCOME TAXES . . . . . . ot e e e e e $10

(vi) The taxable income of the S portion is $4,005, determined as follows:
Ordinary INCOME frOMK. . . . oo e e e e e e
Less: Charitable contributions from X (less grantor portion)
75% of trustee fees . . ... ..
75% of state and 1ocal INCOME TAXES . . . . . oo ottt e e e e e e e
Taxable INCOMeE Of S POrTION . . . . . . e e e e e e e e e e e e

(vii) The taxable income of the non-S portion is $755, determined as follows:

Dividend INCOME frOmMY . . . Lo e e $810
Dividend income fromK . . ..o e $90
Total NON-S POrtioN INCOME . . . . . .t e e e ettt e e e e e e e e e e e e e e $900
Less: 15 % Of trUStEE fEES . . . . o o ($30)
15% state and 10Cal INCOME tAXES . . . . . oo oot e e e et e e e e e e et ($15)
Personal eXemptioN . . .. .. e ($100)
Taxable INCOMe Of NON-S POFtION . . . . . o e e e e e e e e e e e e $755

Example 2 Sale of S stock Trust has a valid 2001, Trust's share oK's section 1366 items is Par. 5. Section 1.1361-1 is amended
ESBT election in effect and owns stockXnan S $5,000 of ordinary income. For the year, Trust hag, -
corporation. No person is treated as the owner ofo other income and no expenses or state or local . .
any portion of Trust under subpart E, part |, subtaxes. On February 1, 2008 makes an $8,000 dis- 1. Addmg pgragraphs (h)(l)(\“)’
chapter J. In 2001, Trust sells all of its stockiand  tribution to Trust, of which $3,000 is treated as a div(h)(3)(|)(|:)_: and (j)(12).
recognizes a capital gain of $5,000. This gain iglend from accumulated earnings and profits under 2. Addlng a sentence to the end of
taken into account by the S portion and is taxedection 1368(c)(2) and the remainder is applieparagraph (k)(2)(i).

Esingi(t:)e appropriate capital gain rate found in se?ggg(zt) T_rruhst’f be:sis iPTthétstoclf undde_rts_gcti_on f 3. Adding paragraph (m)
ion . . The trustee of Trust makes a distribution o iy .

Example 3 (i) Sale of S stock for an installment$4,000 to Beneficiary during 2001. The additions read as follows:
note Assume the same facts ag&xample 2except (i) For 2001, Trust has $5,000 of taxable incom . .
that Trust sells its stock M for a $400,000 install- in the S portion. This income is taxed to Trust at th% 1.1361-1 S corporation defined.
ment note payable with stated interest over ten yearsaximum rate provided in section 1(e). Trust alsg
After the sale, Trust does not own any S corporatiohas $3,000 of distributable net income (DNI) in the
stock. non-S portion. The non-S portion of Trust receives (h) * * * (1) * **

(i) Loss on installment sale Assume Trust's a distribution deduction under section 661(a) of (vi) Electing small business trust#\n
bastis_in itsX st_c;crlwas stzc;%g%%o Th%:eforel, Trlljsfqiogo’ V\;hICh re(;j)re_sentt‘; the amo(l;r;tg}l(;zt)ribunidtt&ecting small business trust (ESBT)
sustains a capital loss o , on the sale. Up eneficiary during the year , , not to .
the sale, the S portion terminates and the excess losgceed the amount of DNI ($3,000). The beneficial—'“‘]d(?r sec'u-on 1361(6)' See pa_ragraph (m)
after being netted against the other items taken inty must include this amount in gross income unde.‘Pf thls.sectlon for rules concerning ESBTs
account by the S portion, is made available to theection 662(a). As a result, the non-S portion has nacludlng the manner of maklng the elec-
entire trust as provided in section 641(c)(4). taxable income. tion to be an ESBT under section

(i) Gain on installment sale Assume Trust's Par. 4. Section 1.1361-0 is amendeﬂSGl(e)(:},). * %k Kk ok

basis in itsX stock was $300,000 and that theb ; ; : .
adding entries for § 1.1361-1(j)(12 * ok ok () K ok *
$100,000 gain will be recognized under the install- y g 8 ()(12) (3) (I)

* % %

ment method of section 453. Interest income will LD (M) t0 read as follows: (F) If S corporation stock is held by an

recognized annually as part of the installment p_ayg 1 1361-0 Table of contents ESBT, each potential current beneﬂmary
ments. The portion of the $100,000 gain recognized ~ ) is treated as a shareholder. However, if
annually is taken into account by the S portion, , , . for any period there is no potential current

However, the annual interest income is includible in
the gross income of the non-S portion.

beneficiary of the ESBT, the ESBT is

Example 4 Charitable lead annuity trustTrust §1.1361-1 S corporation defined. treated as the shareholder during such
is a charitable lead annuity trust which is not treategl , , , 4 period. See paragraph (m)(4) of this sec-
as owned by the grantor or another person under sub- tion for the definition of potential current
part E. Trust acquires stock Xy an S corporation, ) beneficiary.
and elects to be an ESBT. During the taxable yegf12) Converting a QSST to an ESBT. .k

700N chariable organization. The nom porr £ () ***
' ganization. ) m) Electing small business trust (ESBT). .
tion of Trust receives an income tax deduction fo\él )D ?.C.t. g small business trust (ESBT) (12) Converting a QSST to an ESBT
the charitable contribution under section 642(c) onl ) eninron. . For a trust that wishes to convert from a
to the extent the amount is paid out of the grose?) ESBT election. QSST to an ESBT, the consent of the
income of the non-S portion. To the extent thd3) Effect of ESBT election. i ; '
amount is paid from the S portion, no charitable(4) Potential current beneficiaries. Commissioner I.S hereby granted tq revoke

on i ; ; o the QSST election as of the effective date
deduction is available to the S portion. (5) ESBT terminations  1h I ¢ all the foll

: of the ESBT election, if all the following

Example 5ESBT distributions (i) As of January . .
1, 2000, Trust owns stock i, a C corporation. No (6) Revocation of ESBT election. requirements are met:

po”i;’” of Trust is t(rjeatedbas C’t"geld bty tthebgra”tosr ‘g; Ef?é]::/tei\stem(?a?g ESBT to a QSST. (i) The trust meets all of the require-
another person under subpart Eelects to be an .

corporation effective January 1, 2001, and Trus{9) Examples. ments  to be, an ES_BT under paragraph
elects to be an ESBT effective January 1, 2001. Fa@rx x x % (m)(l) of this section except for the
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requirement under paragraph (m)(1)(iv)(A) (i) Qualified beneficiaries-(A) In respect to any corporation the stock of
of this section that the trust not have general For purposes of this section, awvhich is held by the trust;
QSST election in effect. beneficiary includes a person who has a (B) Any trust exempt from tax or not
(ii) The trustee and the current incomgresent, remainder, or reversionary intersubject to tax under subtitle A; or
beneficiary of the trust sign the ESBTest in the trust other than a remote, con- (C) Any charitable remainder annuity
election. The ESBT election must be filedingent interest within the meaning oftrust or charitable remainder unitrust (as
with the service center where the S corpgaragraph (m)(1)(ii)(D) of this section. defined in section 664(d)).
ration files its income tax return and also (B) Distributee trusts Any person who  (2) ESBT election(i) In general The
with the service center where the trushas a beneficial interest in a distribute&ustee of the trust must make the ESBT
files its income tax return. This ESBTtrust is a beneficiary of the ESBT.election by signing and filing, with the
election must state at the top of the docuHowever, if the distributee trust is anservice center where the trust files its
ment “ATTENTION ENTITY CON- organization described in sectionncome tax return, a statement that meets
TROL—CONVERSION OF A QSST TO 170(c)(2) or (3), the distributee trust itselthe requirements of paragraph (m)(2)(ii)
AN ESBT PURSUANT TO SECTION is the beneficiary of the ESBT. A distrib-of this section. If there is more than one
1.1361-1(j)" and include all information utee trust is a trust that is receiving or mairustee, the trustee or trustees with author-
otherwise required for an ESBT electiomeceive a distribution from an ESBT,ity to legally bind the trust must sign the
under paragraph (m)(2) of this section. Avhether the rights to receive the distribuelection statement. Only one ESBT elec-
separate election must be made wittion are fixed or contingent, or immediatdion is made for the trust, regardless of the
respect to the stock of each S corporaticor deferred. number of S corporations whose stock is
held by the trust. (C) Powers of appointmentA person held by the ESBT.
(i) The trust has not converted from arin whose favor a power of appointment (ii) Election statement The election
ESBT to a QSST within the 36-monthcould be exercised is not a beneficiary oftatement must include—
period preceding the effective date of than ESBT until the holder of the power of (A) The name, address, and taxpayer
new ESBT election. appointment actually exercises the powedentification number of the trust, the
(iv) The date on which the ESBT elec4n favor of such person. potential current beneficiaries, and the S
tion is to be effective cannot be more than (D) Remote beneficiaries A person corporations in which the trust currently
15 days and two months prior to the datehose interest in the trust is so remotewns stock;
on which the election is filed and cannogs to be negligible is not a beneficiary of (B) An identification of the election as
be more than 12 months after the date an ESBT. With respect to any portion oin ESBT election made under section
which the election is filed. If an electionthe trust, a person’s interest in either th&361(e)(3);
specifies an effective date more than 18orpus or the income therefrom is, at (C) The first date on which the trust
days and two months prior to the date oany time, so remote as to be negligiblewned stock in each S corporation;
which the election is filed, it will be effec- when the probability that such person (D) The date on which the election is to
tive 15 days and two months prior to thavill ever receive a distribution from thebecome effective (not earlier than 15 days
date on which it is filed. If an electiontrust is less than 5 percent, taking int@and two months before the date on which
specifies an effective date more than 12onsideration the interests of other entithe election is filed); and
months after the date on which the eledies and other individuals living at that (E) Representations signed by the

tion is filed, it will be effective 12 months time. trustee stating that—
after the date it is filed. (E) Nonresident aliens A nonresident (1) The trust meets the definitional
(k) * ** alien as defined in section 7701(b)(1)(Byequirements of section 1361(e)(1); and

(2) *** (i) * * * Paragraphs (h)(1)(vi), is an eligible beneficiary of an ESBT. (2) All potential current beneficiaries of
(M (3)()(F), and (j)(12) of this section areHowever, see paragraph (m)(5)(iii) of thighe trust meet the shareholder require-
applicable on and after the date the finaection if the nonresident alien is a poterments of section 1361(b)(1).

regulations are published in tikederal tial current beneficiary of the ESBT. (i) Due date for ESBT electionThe
Register. (i) Interests acquired by purchasé& ESBT election must be filed within the
kR k ok K trust does not qualify as an ESBT if anyime requirements prescribed in paragraph

(m) Electing small business trustinterest in the trust has been acquired ky)(6)(iii) of this section for filing a quali-
(ESBT}—(1) Definition—(i) General purchase. If any portion of a beneficiary'dsied subchapter S trust (QSST) election.
rule. An electing small business trustbasis in the beneficiary’s interest in thdf the trust and the corporation file their
(ESBT) means any trust if it meets the foltrust is determined under section 1012ax returns with the same service center,
lowing requirements: the trust does nosuch interest has been acquired by puthe trustee may attach the ESBT election
have as a beneficiary any person othehase. The trust itself may acquire S cote the Form 2553, Election by a Small

than an individual, an estate, or an organporation stock by purchase. Business Corporatighin the case of a
zation described in section 170(c)(2) (iv) Ineligible trusts An ESBT does newly electing S corporation.
through (5); no interest in the trust hasot include— (iv) Election by a trust described in sec-

been acquired by purchase; and the trustee(A) Any qualified subchapter S trust (agion 1361(c)(2)(A)(ii) or (iii) A trust that
of the trust makes a timely ESBT electiorefined in section 1361(d)(3)) if an elecis a qualified S corporation shareholder
for the trust. tion under section 1361(d)(2) applies withunder section 1361(c)(2)(A)(ii) or (iii)
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may elect ESBT treatment at any timéefore the effective date of the ESBT (C) If the distributee trust is a trust
during the 2-year period described irelection. See § 1.1377-1(a)(2)(iii). described in section 1361(c)(2)(A), the
those sections or the 16-day-and-2-month (v) Estimated taxes If an ESBT elec- persons who would be its potential current
period beginning on the date after the eniibn is effective on a day other than thdeneficiaries (as defined in paragraph
of the 2-year period. If the trust makes afirst day of the trust's taxable year, thgm)(4)(i) and (ii) of this section) if the dis-
ineffective ESBT election, the trust will trust is considered one trust for purposesibutee trust were an ESBT are treated as
continue to qualify as an eligible S corpoef estimated taxes under section 6654. the potential current beneficiaries of the
ration shareholder for the remainder of the (4) Potential current beneficiaries(i) ESBT. Notwithstanding the preceding
period described in sectionIln general For purposes of determiningsentence, however, if the distributee trust
1361(c)(2)(A)(ii) or (iii). whether a corporation is a small busineds a trust described in section

(v) No protective electianA trust can- corporation within the meaning of sectiorl361(c)(2)(A)(ii) or (iii), the estate
not make a protective ESBT election that361(b)(1), each potential current benefidescribed in section 1361(c)(2)(B) (ii) or
would be effective in the event the trustiary of an ESBT generally is treated as £ii) is treated as the potential current ben-
fails to meet the requirements for an eligishareholder of the corporation. Subject teficiary of the ESBT for the 2-year period
ble trust described in sectionthe provisions of this section (m)(4), aor which such trust is permitted as a
1361(c)(2)(A)(i) through (iv). If a trust potential current beneficiary generally isshareholder.
attempts to make a protective ESBT eleawith respect to any period, any person (D) For the purposes of paragraph
tion and fails to qualify as an eligible Swho at any time during such period igm)(4)(iv)(C) of this section, a trust will
corporation shareholder under sectioentitled to, or in the discretion of any perbe deemed to be described in section
1361(c)(2)(A)(i) through (iv), the S cor- son may receive, a distribution from thel361(c)(2)(A) if such trust would be eligi-
poration election will be ineffective or principal or income of the trust. ble to make a QSST election under sec-
will terminate because the corporation (ii) Grantor trusts If all or a portion of tion 1361(d) or an ESBT election under
will have an ineligible shareholder. Reliefan ESBT is treated as owned by a persaection 1361(e) if it owned S corporation
may be available under section 1362(f) founder subpart E, part |, subchapter Xtock.
an inadvertent ineffective S corporatiorchapter 1 of the Internal Revenue Code, (v) Contingent distributions A person
election or an inadvertent S corporatiosuch owner is a potential current benefiwho is entitled to receive a distribution
election termination. ciary in addition to persons described ionly after a specified time or upon the

(3) Effect of ESBT electier(i) paragraph (m)(4)(i) of this section. occurrence of a specified event (such as
General rule If a trust makes a valid (iii) Special rule for dispositions ofthe death of the holder of a power of
ESBT election, the trust will be treated astock Notwithstanding the provisions ofappointment) is not a potential current
an ESBT for purposes of chapter 1 of thparagraph (m)(4)(i) of this section, if abeneficiary until such time or the occur-
Internal Revenue Code as of the effectiveust disposes of all of its S corporatiomence of such event.
date of the ESBT election. stock, any person who first met the defin- (vi) Current powers of appointmenf\

(i) Employer Identification Number ition of a potential current beneficiaryperson to whom a distribution is or may
An ESBT has only one employer identifi-during the 60-day period ending on thébe made during a period pursuant to a
cation number (EIN). If an existing trustdate of such disposition is not a potentighower of appointment is a potential cur-
makes an ESBT election, the trust contineurrent beneficiary with respect to thatent beneficiary. Thus, if any person has a
ues to use the EIN it currently uses. corporation. general lifetime power of appointment

(iii) Taxable year If an ESBT election  (iv) Distributee trusts—(A) In general over the trust, the corporation’'s S corpora-
is effective on a day other than the firsThis paragraph (m)(4)(iv) contains thetion election will terminate because the
day of the trust’s taxable year, the ESBTules for determining who are the potentiahumber of potential current beneficiaries
election does not cause the trust’s taxabtairrent beneficiaries of an ESBT if a diswill exceed the 75-shareholder limit of
year to close. The trust files one tax returtributee trust becomes entitled to, or at theection 1361(b)(1)(A).
for the taxable year. discretion of any person may receive, a dis- (vii) Number of shareholders Each

(iv) Allocation of S corporation items tribution from principal or income of anpotential current beneficiary of the
If an ESBT election is effective on a dayESBT. A distributee trust does not includd&ESBT, as defined in paragraphs (m)(4)(i)
other than the first day of the trust’s taxa trust that is not currently in existencethrough (vi) of this section, is counted as
able year, and the trust held S corporatioor this purpose, a trust is not currently ira shareholder of any S corporation whose
stock and was an eligible S corporatioexistence if the trust has no assets and stock is owned by the ESBT. During any
shareholder under section 1361(c)items of income, loss, deduction, or creditperiod in which the ESBT has no poten-
(2)(A)(i) through (iv) prior to the effective Thus, if a trust instrument provides for dial current beneficiaries, the ESBT is
date of the ESBT election, the S corporarust to be funded at some future time, theounted as the shareholder. A person is
tion items are allocated between the twéuture trust is not a distributee trust. counted as only one shareholder of an S
eligible trusts under section 1377(a). For (B) If the distributee trust is not a trustcorporation even though that person may
purposes of section 1377(a), the first dagiescribed in section 1361(c)(2)(A), therbe treated as a shareholder of the S cor-
the ESBT is a shareholder is the effectivéhe distributee trust is the potential currerpporation by direct ownership and through
date of the ESBT election, and the last dayeneficiary of the ESBT and the corporaene or more eligible trusts described in
the other trust is a shareholder is the daion’s S corporation election terminates. section 1361(c)(2)(A). Thus, for exam-
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ple, if a person owns stock in an S corminates, relief may be available underegulations are published in thederal
poration and is a potential current benefisection 1362(f). Register.
ciary of an ESBT that owns stock in the (6) Revocation of ESBT electionAn (9) Examples The provisions of this
same S corporation, that person is counESBT election may be revoked only withparagraph (m) are illustrated by the fol-
ed as one shareholder of the S corporthe consent of the Commissioner. Thewing examples in which it is assumed,
tion. Similarly, if a husband owns stockapplication for consent to revoke the elecdnless otherwise specified, that all non-
in an S corporation and his wife is aion must be submitted to the Internatorporate persons are citizens or residents
potential current beneficiary of an ESBTRevenue Service in the form of a letteof the United States:
that owns stock in the same S corporauling request under the appropriate rev- Example 1(i) ESBT election with section 663(c)
tion, such husband and wife will beenue procedure. SSeEg:S:)er ;?oﬂe;gskjf‘o”‘;f‘ztlf'ozri?g Eg:gf'ikt’,\‘ggs
count.ed as one shareholder of the S cor-(7) Convertlng an ESBT to a QSS%or . childrenA, B, and C. Pursuant to section
poration. a trust that wishes to convert from ames(c), each of Trust's separate sharesifd, and
(viii) Miscellaneous Payments made ESBT to a QSST, the consent of the will be treated as separate trusts for purposes of
to a third party on behalf of a beneficiaryCommissioner is hereby granted to revokeetermining the amount of distributable net income
are considered to be payments madbe ESBT election as of the effective dat€’N) in the application of sections 661 and 662. On
directly to the beneficiary. The right of aof the QSST election, if all the following January 15, 2000, the frustee of Trust files a valid
7. . o . ! ESBT election for Trust effective January 1, 2000.
beneficiary to assign the beneficiary’sequirements are met: Trust will be treated as a single ESBT and will have
interest to a third party does not result in (i) The trust meets all of the require-a single S portion taxable under section 641(c).
the third party being a potential currenments to be a QSST under section (i) ESBT acquires stock of an additional S cor-

beneficiary until that interest is actually1361(d). poration  On February 15, 2000, Trust acquires
. d (ii) The trustee and the current incom stock of an additional S corporation. Because Trust
assigned. (?s already an ESBT, Trust does not need to make an

(5) ESBT terminationdi) Ceasing to beneficiary of the trust sign the QSST.qditional ESBT election.
meet ESBT requirements\ trust ceases election. The QSST election must be filed (jii) Section 663(c) shares of ESBT convert to
to be an ESBT on the first day the trustith the service center where the S corp@eparate QSST<ffective January 1, 2004, B, C,
fails to meet the definition of an ESBTration files its income tax return and aIs@L‘d T“]fSTt'S tt“_JSttee elect t:’ Cosné’irt each ffparate
under' section 1361(e). The Igst day thqith .the. service center where 'the trus r:;f] czm)r(l;i (')rf] ?h?ssseé);zne. QTheyaﬁ;SZasengi;a
trust is treated as an ESBT is the daffles its income tax return. This QSSTejection for each S corporation the stock of which is
before the date on which the trust fails telection must state at the top of the docureld by Trust for each separate share. Each separate
meet the definition of an ESBT. ment “ATTENTION ENTITY CON- share will be treated as a separate QSST.

(ii) Disposition of S stockin general,a TROL—CONVERSION OF AN ESBT Eé?fmpt'_ezg') '”Va"dff’;%g%a';“”f”t blf“ef'c'a'l,d
trust ceases to be an ESBT on the first d&i0 A QSST PURSUANT TO SECTION ggpr a0 - o e omresi.
following the day the trust disposes of alll.1361-1(m)” and include all information gent alien, becomes a potential current beneficiary of
S corporation stock. However, if the trusbtherwise required for a QSST electiorrust. Trust does not dispose of all of its S corpora-
is using the installment method to reportinder § 1.1361-1(j)(6). A separate eledion stock within 60 days after January 1, 2001. As
income from the sale or disposition of itdion must be made with respect to th&fJanuary 1, 2001A is a potential current benefi-

. . . ciary of Trust, and therefore is treated as a share-
stock in an S corporation, the trusF ceasasgock of each S corporation held by the 1 ¢ ihe S corporation. Becausis not an eli-
to be an ESBT on the day following thetrust. gible shareholder of an S corporation under section
earlier of the day the last installment pay- (iii) The trust has not converted from ai361(b)(1), the S corporation election of any corpo-
ment is received by the trust or the day th@SST to an ESBT within the 36-monthration in which Trust holds stock terminates effective
trust disposes of the installment obligaperiod preceding the effective date of thé";‘:“l""?gzl(’f)zom' Relief may be available under sec-
“or?_'. . L nev_v QSST election. . (i) Invalid potential current beneficiary and dis-

(iii) Potential current beneficiaries that (iv) The date on which the QSST elecposition of S stock Assume the same facts as in
are ineligible shareholderslf a potential tion is to be effective cannot be more thaaxample 2()) except that within 60 days after
current beneficiary of an ESBT is not arl5 days and two months prior to the datéanuary 1, 2001, trustee of Trust disposes of all
eligible shareholder of a small businessn which the election is filed and cannof 'usts S corporation stockA is not considered a.

. . . . otential current beneficiary of Trust and therefore is
corporation within the meaning of §ect|0rbe more than 1'2 m.onfths after the dat.e { treated as an S corporation shareholder of any S
1361(b)(1), the S corporation election terwhich the election is filed. If an electioncorporation in which Trust previously held stock.
minates. For example, the S corporatiogpecifies an effective date more than 15 Example 3 Subpart E trust M transfers stock in
election will terminate if a nonresidentdays and two months prior to the date ol an S corporation, and other assets to Trust, for the
alien becomes a potential current benefivhich the election is filed, it will be effec- Penefit of8 andB's siblings. M retains no powers or

. . . . interest in Trust. Under section 678(B)is treated
ciary of an !ESBT. Such a potentlal_ qurtlve 15 days_, anq j[WO' months prior tol the. he owner of a portion of Trust which includes a
rent beneficiary is treated as an ineligiblelate on which it is filed. If an electionportion of thex stock. No beneficiary has acquired
shareholder beginning on the day suchpecifies an effective date more than 1&hy portion of his or her interest in Trust by purchase
person becomes a potential current benmonths after the date on which the ele@nd Trust is not an ineligible trust under paragraph
ficiary, and the S corporation election tertion is filed, it will be effective 12 months (ML) of this section. Trust is eligible to make an

. s ESBT election.
mlna.tes on that date. Howeve[, see f[rw‘ter the daj[e it is flled.. Example 4 Determining ESBT beneficiaries
special rule of paragraph (m)(4)(ii) of this (8) Effective date This paragraph (m) Trust holds stock in an S corporation and makes an

section. If the S corporation election teris applicable on and after the date the fin@SBT election. Trust's instrument provides that
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income is to be paid t&for A's life. UponA's death andE are potential current beneficiaries of Trust-1, subchapter J, chapter 1 of the Internal
]Ehetrhemsind?i in;?retzt is tohpltij paid tlcf) a;‘epdara;e] trmtdt.arelcé)su&tt;(zl.';ls ?hartegqltdelrfs ng th(i t[;Jurposetsr.gévenue Code must consent to the S cor-
or the benefit ofA’'s three children. If ol\'s dea section . Trust-2 itself will not be count- : . .
none ofA’s children is alive, then the remainder is toed as a shareholder of Trust-1 for purposes of sectiJ)jnoratlon election. If there is more tha,n
be paid toA’'s ten grandchildren. If oi\'s death 1361(b)(1). one thteev the trusFee or trustees with
none ofA's children or grandchildren is alive, the (i) Distributee trust that would not qualify as anauthority to legally bind the trust must
remainder will be paid to State exclusively for pubESBT Assume the same facts asBrample 6() consent to the S corporation election.
lic purposes.A, A's children, andA’'s grandchildren except thaD is a non-resident alien. Trust-2 wouldx % * x %
are all beneficiaries of Trust. Assuming the probanot be eligible to make an ESBT or QSST election if . 7
bility that State will ever receive any distributionit owned S corporation stock and therefore Trust-2 is Pf”‘r' 7. Section 1.1362-7 is amended by
from Trust is less than 5 percent, State is not consid- potential current beneficiary of Trust-1. Since2dding a sentence to the end of paragraph
ered a beneficiary for purposes of paragrapfirust-2 is not an eligible shareholdiis S corpora- (a) to read as follows:
(m)(1)(ii) of this section. If the probability that Statetion election terminates. ]
will receive a distribution from Trust ever equals or (i) Distributee trust that is a section 8 1.1362—7 Effective date.
exceeds 5 percent, State would then be considered 361(c)(2)(A)(ii) trust Assume the same facts as in
beneficiary of the ESBT. Because State is an org&xample i) except that Trust-2 is a trust treated as (@) * * * Section 1.1362-6(b)(2)(iv) is
nizaFion described in section 170(c)(1), rather thaowned byA under section 676 bef:ausehad the applicable on and after the date the final
_sec_tlc_)n 170(c)<2_) through (5), State_W(’)uId be apower to revoke Trust-2 at any time prior As regulations are published in tikederal
ineligible beneficiary and the corporation’s S corpodeath. On January 1, 2008 dies. Because Trust-2 Regist
ration election would terminate. is a trust described in section 1361(c)(2)(A)(ii) dur- eg'f *er'

Example 5 Potential current beneficiaries and ing the 2-year period beginning on the dayAsf
distributee trusts (i) Distributee trust holding S cor- death, under paragraph (m)(4)(iv)(C) of this section, Par. 8. Section 1.1377-1 is amended
poration stock Trust-1 has a valid ESBT election in Trust-2’s only potential current beneficiary is theby:
effect. The t_rustee of Trust-1 has the power to digperson listed in secthn 1361(0)(2)(8)(@_5 gstate. 1. Adding paragraph (a)(2)(iii).
tribute to A directly or to any trust created for the Example 7 Potential current beneficiaries and 2 AddingE le 3 h
benefit ofA. On January 1, 2000/ creates Trust-2 powers of appointmentM creates Trust for the ben- : mg Xample Jo paragrap (C)
for the benefit ofA. Also on January 1, 2000, the efit of A. A also has a current power to appoint 1Nhe additions read as follows:
trustee of Trust-1 distributes some S corporatiomcome or principal to anyone exceftA’'s credi-
stock to Trust-2. The current income beneficiary ofors,A's estate, ané's estate’s creditors. The poten-8 1.1377-1 Pro rata share.
Trust-2 makes a timely and effective election to treatal current beneficiaries of Trust will b& and all
Trust-2 as a QSST. Because Trust-2 is a valid S casther persons except fais creditors A's estate, and (@) * * *
poration shareholder, the distribution to Trust-2 doe8’s estate’s creditors. This nhumber will exceed the (2) * K%
_r:ot I;err??linattel)the ESI?TdetIectiog t?]f T;l;st—él. T;uls;—ZWZ_S— ?r;]arledholsder limit tc_n‘ se?tio; t:L361(b)(1)(tA_). ' If (iii) Electing small business trust (ESBT)
:_sg will not be counted toward the 75-shareholdefrust holds S corporation stock, the corporation’s %Iection If an ESBT election is effective
imit of section 1361(b)(1)(A). Additionally, election will terminate. . ,
becauseA is already counted as an S corporation Par, 6. Section 1.1362—6 is amended A ab?ay other tgat?] thte f';St day ?f tr(;JStS
shareholder because A status as a potential cur- revising paragraph (b)(2)(iv) to read agaxa € year, and the trust was already an
rent income beneficiary of Trust-Ais not counted e||g|b|e S corporation shareholder under a

again by reason d@s status as the deemed owner o different provision of section 1361(C)(2),
Trust-2. § 1.1362-6 Election and consents. then section 1377 applies to allocate S cor-

(i) Distributee trust not holding S corporation ) .
stock Assume the same facts as in paragraph (i) qf poration income between the two types of

follows:

* % % %

this Example 5except that no S corporation stock is ‘% trusts. The first day the ESBT is treated as
distributed to Trust-2. Because Trust-2 would be eli- (D) an S corporation shareholder is the effec-
gible to make a QSST election or an ESBT election (2) * * * tive date of the ESBT election. The ESBT

if it owned S corporation stock, under paragraph (iv) Trusts In the case of a trust glection does not result in the prior trust

(m)(4)(iv)(D) of this section it is deemed to be a trus ; i ; . N L
described in section 1361(c)(2)(A). Under parahescr|bed in section 1361(c)(2)(A)peing treated as terminating its entire inter-

graph (m)(4)(iv)(C) of this section, the potential cur-INClUdING & trust treated under sectioRgt in jts S corporation stock for purposes
rent beneficiaries of Trust-2 are considered thd 361(d)(1)(A) as a trust described in segs¢ paragraph (b) of this section, unless the
potential current beneficiaries of Trust-1. Becausion 1361(c)(2)(A)(i) and excepting @Nprior trust was described in section
A, the potential'current benefici_ary of Trust-2, iselecting small business trust described im361(c)(2)(A)(ii) or (i)
already a potential current beneficiary of TrusAl, section 1361(C)(2)(A)(V) (ESBT)), only e r '

is not counted twice for purposes of the 75-shar
holder limit of the S corporation., Fhe person treated as the shareholder for gy » «

Example 6 Potential current beneficiaries and PUrposes of section 1361(b)(1) must con- Example 3 Effect of conversion of a qualified
distributee trust (i) Distributee trust that would sent to the election. When stock of theubchapter S trust (QSST) to an electing small busi-
itself qualify as an ESBTTrust-1 holds stock iX,  corporation is held by a trust, both huspess trust (ESBT) (i) On January 1, 2000, Trust
an S corporation, and has a valid ESBT election iBand and wife must consent to any eledeceives 100% of the ;tqck of S corpora_ltlon. Trust’s
effect. Under the terms of the governing instrumen[tlon if the husband and wife have a Comgurrgnt income bepeflmary makes a tmely QSST
of Trust-1, the trustee has discretion to make distrib- o . election under section 1361(d)(2), effective January
utions toA, B and Trust-2, a trust for the benefit of MUNIty interest in the trust property. See, 2000. Later, the trustee and current income bene-
AandB’s children,C, D andE. Trust-2 would qual- paragraph (b)(2)(i) of this section for rulediciary of Trust elect pursuant to §1.1361-1(j)(12), to
ify to be an ESBT, but it owns no S corporation stociconcerning community interests in S corterminate the QSST election and convert to an
and has made no ESBT election. Under paragra%‘bration stock. In the case of an ESBTESBT’ effective July 1, 2002. In 2002, Trugt®
(m)(4)(iv) of this section, Trust-2's potential current rata share of S corporation’s nonseparately comput-

beneficiaries are treated as the potential current beﬁ'-Ie trustee and the owner of any portion d income is $100,000.

eficiaries of Trust-1 and are counted as shareholdei@€ trust that consists of the stock in one or iy For purposes of computing the income allo-
for purposes of section 1361(b)(1). ThasB,C,D more S corporations under subpart E, pactble to the QSST and to the ESBT, Trust is treated
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as a QSST through June 30, 2002, and Trust is tregeporting subpart F income and claimindnternal Revenue Code (Code). Section
ed as an ESBT beginning July 1, 2002. Pursuant frejgn tax credits. 904(j) exempts individuals from the for-

section 1377(a)(1), thero rata share of S corpora- . TR .

o . . . . eign tax credit limitation of section 904(a
tion income allocated to the QSST is $49,589his document also provides a notice of §9 tain limited ci i d @
(100,000 x 181 days/365 days), and fiie rata 1 plic hearing on these proposed regulallr—.] certain imited circumstances, and pro-
share of S corporation income allocated to the ESBE vides that no foreign taxes may be carried

is $50,411 ($100,000 x 184 days/365 days). ons. to or from a year for which a taxpayer has
Par. 9. Section 1.1377-3 is amended QYATES: Written or electronic commentselected to apply section 904()).
revised to read as follows: must be received by April 2, 2001. TRA 1997 also added to the Code sec-

Outlines of topics to be discussed at thon 904(b)(2)(C), which provides that
public hearing scheduled for April 26,the Secretary may issue regulations to
Section 1.1377-1 and 1.1377-2 appl¢001, at 10 a.m. must be received by Aprihodify the application of section
to taxable years of an S corporatiorp, 2001. 904(b)(2) and (3) to properly reflect cap-

beginning after December 31, 1996 _ o ital gain rate differentials under seqtions
except that § 1.1377-1(a)(2)(iii) and (cf. DD RESSES: ~Send submissions 103 hyang 1201(a) and the computation of

Example 3are applicable on and after the egulgtzmz)gsl Limt CIXF:{ (REG_éO46.83_8g)”et capital gain. The proposed regula-
iroom  Internal Revenue Service, POons provide guidance for the applica-

flhaetelr:égeergﬁqlere%t:lee:tlons are published Ir?604, Ben Franklin Station, Washingtonion of section 904(b), including the
9 DC 20044. In the alternative, submissiona plication of that section in years in

Robert E. Wenzel, may be hand-delivered between the hours glhich section 1(h) provides for more

Deputy Commissioner 8 &m. and 5 p.m. to Regulations Unit CG51 one capital gains rate.

Internal Revenue Service, 1111 ConstitutioBxplanation of Provisions
(Filed by the Office of the Federal Register on DeAvenue, NW., Washington, DC or sent elec-
et oty s o et so poporically. Vi the IRS Iiermet site ot
65 F.R. 82963) ’ ' Rttp://wvv_w.|rs.gpv/tag_regs/reglshst.htmI Shareholder on Pooling of Earnings and

The public hearing will be held in the IRST4,05 in Computing Deemed Paid
Auditorium, 7" floor, Internal Revenue Credits: §1.902—1
Building, 1111 Constitution Ave., NW.,
Washington, DC. FOR FURTHER INFOR- Under section 902(c)(3), the multi-year
MATION CONTACT: Concerning the pro- pools of post-1986 undistributed earnings
Application of Section 904 to posed regulations, Bethany A. Ingwalsomnd post-1986 foreign income taxes of a
Income Subject to Separate (202) 622-3850; con_cerning submissions dbr(_aign. corporation are det(_armined .by
Limitations and Computation of comment_s, _the heanng_, and/or to be pIacetdkmg into account or_1|y periods begin-
Deemed-Paid Credit under on the building access list to attend the heaning on and after the first day of the for-

ing, Sonya Cruse, (202) 622-7180 (not tolleign corporation’s first taxable year in

8§ 1.1377-3 Effective date.

Effect of Loss of Domestic Corporate

Notice of Proposed Rulemaking
and Notice of Public Hearing

Section 902 free numbers). which a domestic corporation (a “quali-
REG-104683-00 ) fying shareholder”) owns 10 percent or

SUPPLEMENTARY INFORMATION: more of its voting stock or, in the case of
AGENCY: Internal Revenue ServiceBackground a lower-tier foreign corporation in a
(IRS), Treasury. “qualified group” described in section

: : Treasury and the IRS provided guid902(b)(2), owns indirectly at least 5 per-
ACTION: Notice of proposed rulemaking gnce regarding section 904(d) (enacted 'usem( o)f(it)s voting stock. g P
and notice of public hearing. 1986) in T.D. 8214 (1988-2 C.B. 220), Under section 902(c)(6)(B), dividends
SUMMARY: This document contains T.D. 8412 (1992-1 C.B. 271), T.D. 8556are treated as paid first out of the post-
proposed Income Tax Regulations relatin(l994-2 C.B. 165), T.D. 8805 (1999-11986 pooled earnings. Pre-1987 accumu-
to the computation of the section 90Z.B. 371), and in final regulations (T.D.lated profits (defined in section
deemed-paid credit, the section 904(d§916) published on page 360 of thi®02(c)(6)(A) and §1.902-1(a)(10) to
foreign tax credit limitation, and to anBulletin. Final regulations regarding theinclude both earnings accumulated in pre-
example in the section 954 regulation§omputation of the deemed paid credit987 years and earnings accumulated in
relating to the exclusion of certain exportinder section 902 (also enacted in 198@)ost-1986 years preceding the year in
financing interest from foreign personawere published as T.D. 8708 (1997—-ihich the section 902 ownership require-
holding company income. Changes to the.B. 137). The proposed regulations proments are met) are treated as distributed
applicable law were made by the Tawide further guidance with respect to thenly after the pools are exhausted, and
Reform Act of 1986, the Technical andapplication of sections 902 and 904(d). then out of annual layers of earnings and
Miscellaneous Revenue Act of 1988, and The proposed regulations also provideaxes on a last-in, first-out basis.
the Taxpayer Relief Act of 1997. Thesd@uidance regarding the application of se®istributions out of pre-1987 accumulat-
regulations would provide guidance needion 904(j). The Taxpayer Relief Act ofed profits are governed by the section 902
ed to comply with these changes and997 (Public Law 105-34, 111 Stat. 788)ules in effect under pre-1987 law.
would affect individuals and corporations(TRA 1997) added section 904(j) to theSection 902(c)(6)(A).
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The rule limiting the multi-year pools and profits described in the current finall. Separate Categories: §1.904—4
of earnings and taxes to post-1986 taxegulation, but also formerly pooled earn- . ,
able years beginning with the year irings and profits of a less-than-10%-U.s A The active rents and royalties
which a foreign corporation first has aowned foreign corporation attributable tg®XcepPtion
qualifying shareholder alleviates thepost-1986 years during which the section ggaction 1.904-4(b)(2) sets forth the
administrative difficulties such share-902 stock ownership requirements werg.iive rents and royalties exception to the
holders face in reconstructing accumulatmet, and post-pooling earnings and prOféeparate limitation for passive income.
ed earnings and taxes accounts in coits accumulated during subsequent taxqp;q exception currently applies only to

nection with their acquisition of stock inable years during which the foreign CO'hayments from unrelated payors.

a pre-existing foreign corporation.poration did not have a qualifyindgeyeral commentators have requested
While section 902 provides that poolingshareholder. The formerly pooled earng, 4 Treasury and the IRS amend the reg-

of earnings and taxes begins only wheimgs would be considered pre-1987 accyjiations to provide that royalties received
the foreign corporation first has a qualimulated profits of the last taxable year of,om a member of the recipient’s affiliat-
fying shareholder entitled to compute ahe foreign corporation as of the end of 4 group (including foreign affiliates)
credit for deemed-paid taxes, the statutehich the ownership requirements Werehay qualify for the exception if the roy-
does not provide for any change in a formet. Distributions out of formerly pooled jtias are derived in the conduct of an
eign corporation's post-1986 undistrib-earnings would be subject to the samg.iive trade or business and the payor
uted earnings and taxes pools following pre-1987 law rules as distributions of,cag the underlying property in an active
stock disposition or other transactiorother pre-1987 accumulated profits;.oqe or business. As explained below,
after which the foreign corporation noexcept that the formerly pooled foreignTreasury and the IRS propose to adopt a
longer has a qualifying shareholderincome taxes related to the formerly, qified version of the suggested
Section 1.902-1(a)(13)(i) currently propooled earnings would continue to b%hange.

vides that, once a foreign corporatiomaintained in U.S. dollars. The proposed gaction 904(d)(2)(A)(i) defines passive
begins to maintain pools of earnings andegulations ~ would  also  amend;,come as foreign personal holding com-
taxes, the pools include periods during1.902-1(a)(13) to provide that poolingpany income, as defined in section 954(c).
which the stock ownership requirementsf earnings and taxes would resume in the, o section 904(d) active rents and royal-
of section 902 are not met. Should sucfirst subsequent taxable year as of the engl.q exception derives from section
a corporation later again have a qualifyef which the foreign corporation again954(c)(2)(A)’ which excludes from for-
ing shareholder, such a shareholddras a qualifying shareholder. Formerl)éign personal holding company income,
would have to reconstruct the post-198fooled earnings would continue to beq thus from passive income, any rents
undistributed earnings and taxes pools tmeated as pre-1987 accumulated profits, royalties derived in the active conduct
include undistributed earnings and taxesven if the foreign corporation latery 5 trade or business and received from
for periods during which there was ndbegan to maintain pools of earnings ang,, \,nrelated person. The current final
qualifying shareholder, in order to com-+axes again. regulations at §1.904—4(b)(2)(ii) modify
pute deemed-paid credits with respect to Treasury and the IRS believe the prog,ig exception to take into account activi-
distributions of earnings and profitsposed rules would be easier for taxpayeis.s of members of the recipient’s affiliat-
accumulated during later periods irto apply than the current regulationsgy group in determining whether the
which the ownership requirements werevhich require pooling to continue throug}}ecipient meets the active trade or busi-
met. periods when the foreign corporation hagagg prong of the test for section 904(d)

Treasury and the IRS believe that theo shareholders entitled to compute Burposes.
policy concerns underlying the ruledeemed-paid credit. These proposed Treasury and the IRS have consistently
deferring the start of pooling until theamendments complement the proposeg.qjined to extend look-through treatment
corporation has a qualifying shareholdamendments to the section 904 regulg, payments from foreign non-controlled
er also apply to the situation where dons, described below, concerning th?)ayors. See T.D. 8412 (1992-1 C.B. 271,
foreign corporation once had, but nceffect of intervening noncontrolled statu5273)_ Treasury and the IRS continue to
longer has, such a shareholdewon the look-through pools of post-198§,qjieve that the nature of the income
Therefore, Treasury and the IRS believendistributed earnings and taxes mainsgineq by a foreign non-controlled payor
it is appropriate to stop the multi-yeartained by a controlled foreign corporationsom the use of the licensed property
pooling of earnings and taxes at the forfhe proposed regulations also would bghg,1d not determine whether a rent or
eign corporation level when a foreignconsistent with the approach taken i'?oyalty payment constitutes income from
corporation no longer has a qualifyingecently proposed amendments to the regia active conduct of a trade or business of
shareholder. ulations under section 367(b) relating tqqo recipient.

The proposed regulations wouldthe carryover of earnings and taxes However, Treasury and the IRS have
amend §1.902-1(a)(10) to provide thaaccounts in reorganizations involving foryacided that it is appropriate to eliminate
pre-1987 accumulated profits subject teign corporations (REG-116050-99,. gistinction between royalties received
the annual layering rules of pre-1987 la2000-48 I.R.B. 520, published in theéyom related and unrelated payors in
include not only the actual pre-1987 earnFederal Register (65 FR 69138) on

. i ; ) applying the active rents and royalties
ings and profits and pre-pooling earningdlovember 15, 2000).

exception for purposes of section 904(d).
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Therefore, these regulations propose tweated as dividends from a noncontrolled Distributions of post-1986 undistributed
amend prospectively 81.904-4(b)(2) teection 902 corporation to the extent thagarnings in the non-look-through pool will
provide that for purposes of section 904he distribution is out of earnings andoe treated as dividends from a non-look-
(but not for purposes of section 954), therofits accumulated during periods inthrough 10/50 corporation (10/50 dividend
active rents and royalties exception wilwhich the distributing corporation was noincome) when distributed to a qualifying
not require that the rents and royalties be& CFC. Proposed §1.904-4(g)(3)(i)(@)( shareholder, or as passive income when dis-
received from an unrelated payor. Thigprovides rules to address the effect dfibuted to any other shareholder. Pre-1987
change is proposed to apply to rents aridtervening noncontrolled status on theccumulated profits distributed after a
royalties paid or accrued more than 6eligibility for look-through treatment of decontrolling event will similarly be treated
days after the date that these regulatiomistributions of pre-2003 accumulationsas 10/50 dividend income or as passive
are published in final form. of pooled earnings and profits from ancome when distributed, depending on the
o - ~ CFC. Consistent with the proposedtatus of, and the amount of stock owned by,
B. Restriction of affiliated group special amendments to §1.902—1(a) previouslthe shareholder at the time of distribution.
rule for active rents and royalties discussed, proposed §1.904-4(g)(3Because the separate limitation treatment of
exception ()(C)(2) provides rules to address thadistributions during the taxable year is com-
_ . .. effect of intervening less-than-10%-U.S.puted with reference to year-end pools of
th QS f(r;ro fl?r,pfsléiogf ?rf:)gzc)t(ic)e ?;?1\,:Isd2flawned status on the post-1986 undistrilpost-1986 undistributed earnings under sec-
royailties exception from passive incomé’ted earnings and taxes pools and préen 902, the proposed regulations provide
under section 904, rents or royalties wi|I1987 accumulated profits of a foreigrthat distributions to a qualifying shareholder
be treated as deriv,ed in the active condu Prporation and the application of thehat are made in the taxable year in which a
of a trade or business by a United Stat gok-through rules to distributions fromdecontrolling event occurs are treated as
person or controlled foreign corporation ifsuch a foreign corporation. The proposeti0/50 dividend income to qualifying share-
any member of the recipient's aﬁi”atedregulations anticipate to some extent, butolders, or passive income to other share-
group (defined to include foreign corpora-do not provide comprehensive guidancéjolders, whether made before or after the
tions) meets the requirements of sectio garding the changes to the statutorgecontrolling event. Similarly, under
954(C)(2)(A) with respect to the license ook-through rules for 10/50 companie1.904-4(g)(3)(iii), earnings and profits
property. The proposed regulations Wouﬂﬁat become effective for post-2002 taxaccumulated in the year in which a foreign
amend the definition of affiliated groupable years. Addi'FiqnaI conforming corporation becomes a CFC are treated as
for purposes of §1.904—4(b)(2)(ii) tochanges to thg provisions of §81.904—4ccumulated after 'the cor.poratlon. b_ecame a
include only U.S. corporations and conf’md 1.904—5 will pe required to reerpt theCFC. Such earnings will bg e!|g|ble for
trolled foreign corporations in which changes in terminology reflected in thdook-through treatment when distributed to a
United States members of the affilialte(ﬁroposed regulations that are necessitatébhited States shareholder during the taxable
group own, directly or indirectly, at least y these statutory changes. year in which the distributing corporation
80 percenlc of the stock (by ,vote and The proposed regulations provide thatyecomes a CFC or during any subsequent
value). This requirement is consisten hen a CFC bgcomes a nor!—look—througtaxable year until the distributing corporation
with the affiliated group rules of 0/50 ﬁo(rjpgraﬂorj (zeéause |thceashes|dto loeases Fo be a CFC or other look-through
_ . N : controlled by United States shareholdergorporation.
81.904-4(e)(3)(if), which consider thebut has at least one qualifying sharehold- As noted, the proposed regulations do
r, in a taxable year beginning beforeot permit look-through treatment for
anuary 1, 2003), post-1986 undistributedarnings and profits accumulated in pre-
: : ._earnings that were accumulated througR003 taxable years while the distributing
fhnetlgﬁi”;&ej SISSSTE% ;ﬁ?ﬁ;agggjerreevr% e end of thg taxaple year preceding tr@rppration was a CF_C if the e.arnings. are
and royalties exception due to administrat-"’lxable year in which the decontrqlllngdlstrlbuted after an |n.terven!ng period
tive concerns regarding the difficulty Ofe\{eﬁt occurred and that were prev_louslgndlqg before 2003 during WhICh the cor-
determining whether related, but non-con?“g'ble for look-through treatment will be poration was not a CFC, even if the cor-
trolled, foreign corporations ,engage in thgonsolidated in, and constitute the operporation is a CFC or other look-through
active 7conduct of a trade or business witi"9 balance of, a single non-look-througlcorporation at the time of distribution.
respect to licensed property. pool at the foreign corporation level. TheEarnings and profits previously eligible
regulations provide that distributions offor look-through treatment will be placed
C. Effect of intervening noncontrolled or the prior look-through earnings will con-in a single non-look-through pool with
less-than-10%-U.S.-owned status on  tinue be treated as dividends from a nomew earnings accumulated in taxable
distributions from a controlled foreign look-through 10/50 corporation, and willyears beginning before January 1, 2003,
corporation or other look-through not be eligible for look-through treatmentwhile the corporation is not a CFC. The
corporation even if the foreign corporation laterproposed rule would eliminate the need to
becomes a CFC again or becomes eligibtbetermine whether distributions made
Under section 904(d)(2)(E)(i)) andfor look-through treatment with respect tavhile the corporation is a non-look-
§1.904-4(g)(3)(i), dividends from a con-earnings accumulated in post-2002 taxthrough 10/50 corporation (or, after 2002,
trolled foreign corporation (CFC) areaple years. a 10/50 look-through corporation) are

activities of other members of the affiliat-
ed group for purposes of determinin
whether an entity is a financial service
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made out of look-through earnings accuinvolving a CFC that is decontrolled afterspecific cross-references to such cate-
mulated in pre-2003 years prior to thehe regulations become final but beforgories each time a provision refers to
decontrolling event or pre-2003 non-lookJanuary 1, 2003, and to earnings that athe separate categories listed in section
through earnings accumulated afterwardaccumulated in taxable years beginning04(d). Sections 1.904-4(a) and
Treasury and the IRS believe this ruldefore January 1, 2003, and that are ndt904-5(a)(1) are amended to include a
would be simpler to apply with respect tdreated as distributed to the CFC’s U.Seference to such additional separate
pre-2003 periods during which theshareholders under section 1248 in comategories.
records necessary to establish lookaection with the decontrolling event. ] )
through treatment are less likely to b&omments are requested as to whether tHe Allocation and Apportionment of
maintained by a foreign corporation thasimplification objectives of the regulation 1aX€S 0 Separate Categories: 81.904-6
is not controlled by United States sharee_ould best be met by exten_ding the effec- Treasury and the IRS propose to amend
holders. tive date to cover decontrolling events th%l.904—6(a)(1) to clarify the rules for
This intervening noncontrolled statusoccurred in prior periods. determining the amount of income (in
S|tuat|.on d|ffers from the speC|a.1.I S|tuat.|on Consistent with the proposed amendéaCh U.S. separate category) taxed by a
described in 81.904-4(g)(3)(ii), vyhu_:h ments to §1.902—1(a) and with the approa reign country, in situations in which for-
al!ows look-through treatment on d|str_|b-ta_1ken_W|th respect to the prg-2003 decontrglign law does not provide expense alloca-
utions to a more-than-90-percent Unitegituation, §1.904_f—4(g)(3)(_|)(('2)1 of Fhe_ tion rules. In such cases, for purposes of
States shareholder after August 6, 199proposed regulations provides tha,td'St”bLHetermining the amount of income taxed
of earnings and prpﬂt_s thgt were accu_mLI+ons out of formerly pooled earnings tha[J the foreign country in order to allocate
lated while the distributing corporatlon{ire converted to an annual layer (_)f pre-19 nd apportion foreign taxes to separate
was a CFC. Inthe I_attgr case, pre_-acquacc_:umulated profits when a forelgn Corpoéategories, a taxpayer must allocate the
sition post-.1986 undistributed earnings olfatlon no longer has a qgall.fyln.g Shareh0|déxpenses that are deductible under foreign
a QFC with a more—than—90-percgner will be treated as d|str|but|on_s from g, using the same methods that the tax-
United States shareholder were requireaon-look-through 10/50 corporation, eve
to be maintained in a non-look-througtif the foreign corporation later becomes%
pool prior to the effective date of thelook-through corporation again.
amendment to section 904(d)(2)(E)(i) by The proposed regulations reserve o
TRA 1997. During the entire period thethe treatment of distributions from a 10/50
non-look-through pool was required to bdook-through corporation, including thelVv. Capital Gain and Loss Adjustments:
maintained, the corporation was a CF@eatment of distributions out of earnings1.904(b)-1
that was more-than-90-percent-owned bgnd profits accumulated in periods before
a  single domestic  corporation.the taxpayer acquired its stock. COMp ~ goiinn 904(b) capital gain and loss
Accordingly, the rules governing thements are requested on whether additio'&ajustments
effect of the 1997 repeal of the rule limit-al guidance is needed to clarify the rules
ing look-through treatment to earninggoverning distributions from CFCs, and The proposed regulations provide guid-
accumulated while the more-than-90-peren how the regulations should be modiance regarding the rule of section
cent United States shareholder was fed to reflect the rules of section 1105(bp04(b)(2)(A) that foreign source capital
United States shareholder of the distribuef TRA 1997, extending look-throughgain may not exceed the lesser of capital
ing corporation do not provide an approtreatment to distributions from 10/50 corgain net income from sources outside the
priate model for resolving the ongoingporations out of earnings and profits accuJnited States or worldwide capital gain
issue addressed by the proposed regula@ulated in post-2002 taxable years. net income. A similar rule applies with
tions. -, . respect to net capital gain. The regula-
Section 904(d)(4) as amended by seg' Additional separate categories tions also provide guidance regarding the
tion 1105(b) of TRA 1997 effective for Treasury and the IRS propose to addile of section 904(b)(2)(B) that capital
taxable years beginning after Decembex new paragraph (m) to §1.904-4, tgains from foreign and U.S. sources, and
31, 2002, will generally extend the look-provide that if section 904(a), (b), andcapital losses from foreign sources, must
through rules to distributions of earninggc) are applied separately to any categde adjusted based on capital gain rate dif-
accumulated by a 10/50 company in posty of income under the Code (for examferential amounts. The proposed regula-
2002 taxable years. Accordingly, nonple, under section 901(j), 865(h), ortions exercise the regulatory authority
look-through 10/50 corporations will not904(g)(10)), that category of incomegranted under section 904(b)(2)(C)
exist after 2002, although 10/50 look{additional category) will be treated for(authorizing regulations to modify the
through corporations will continue topurposes of the Code and regulationapplication of section 904(b)(2) and (3) to
maintain non-look-through pools of earn{including, for example, section 904(f)) properly reflect capital gain rate differen-
ings and taxes accumulated in pre-2008s if it were a separate category listed itials and the computation of net capital
taxable years. Therefore, if the regulasections 904(d)(1) and 904(d)(3)(F)(i)gain) and section 904(d)(6) (authorizing
tions are finalized prospectively, the effecThis amendment is intended to clarifysuch regulations as may be necessary and
of proposed 81.904-4(g)(3)(1))(A@)(gen- the treatment of such additional sepaappropriate for the purposes of section
erally would be limited to situationsrate categories without the need fof04(d)).
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ayer uses to allocate expenses that are
eductible under U.S. law for purposes of
determining the amount of taxable
come.



The proposed regulations first providdor double counting of foreign-sourceCode applies reduced tax rates to capital
guidance concerning the adjustment®sses that might result if foreign-sourceyains generally, but the specific taxpayer
required when foreign source capitafjains in one separate category wereas capital losses that equal or exceed
gains exceed the lesser of capital gaireduced by reason of foreign-source losgapital gains. Any such elective rule
net income (or net capital gain) fromes that reduce ordinary income in anothevould need to include ordering rules for
sources outside the United States or capeparate category. determining the source, the separate cate-
ital gain net income (or net capital gain) The regulations further provide that ifgory, and the rate group of the capital
from all sources. Section 904(b)(2)(Athe taxpayer's capital gain net incoméosses that are taken into account for the
and section 904(b)(2)(B)(i) provide thatfrom sources outside the United Statesurrent taxable year, including those capi-
for purposes of section 904, foreigrexceeds the taxpayer's capital gain néal losses that are currently deductible to
source capital gains that are included imcome from all source@.e., where there the extent of $3,000 under section 1211(b)
foreign source taxable income may nois a net U.S. capital loss),pso ratapor- against ordinary income, and those losses
exceed the lesser of capital gain ndton of such excess reduces the capit#hat are subject to the capital loss carry-
income from sources outside the Unitegain net income from sources outside thever rules.

States or capital gain net income fronUnited States in each of the taxpayer's As noted, section 904(b)(2)(C) grants
all sources. Section 904(b)(2)(A),separate limitation categories and, withimegulatory authority to modify the appli-
(3)(A). Similar rules apply for purposeseach separate category, in each rate grougation of section 904(b)(2) and (3) “to
of determining foreign source net capitallhe pro rata portion is determined basedthe extent necessary to properly reflect
gain. Section 904(b)(3)(B). After theon the relative amounts of net capital gaiany capital gain rate differential under
1986 enactment of separate limitatiofirom sources outside the United States isection 1(h) or 1201(a) and the computa-
categories in section 904(d), the issueach separate category or rate group. tion of net capital gain.” The proposed
arises as to the extent to which foreign In addition, the proposed regulationgegulations exercise this authority and
source capital gains should be adjustegftovide guidance on adjusting capitahdjust the section 904(b)(2)(B) calcula-
if the taxpayer has foreign source capitajains and foreign capital losses to refledtons to reflect the fact that, for taxable
gains and losses in more than one sepeapital gain rate differentials. Sectioryears ending after May 6, 1997, section
rate category. 904(a) limits the foreign tax credit to thel(h) contains multiple capital gains

The proposed regulations provide thaesser of 1) foreign tax paid or accruedrates. The proposed regulations thus
foreign source capital gains included iror 2) pre-credit U.S. tax multiplied by arequire that capital gain net income,
foreign source taxable income in any segd¥action equal to foreign source taxabldrom sources outside the United States
arate category are reduced by reason imfcome over worldwide taxable incomeand from all sources, must be adjusted
section 904(b)(2)(A) and section(the limitation fraction). Multiplying the pursuant to section 904(b)(2)(B)(i) and
904(b)(2)(B)(i) only by foreign source pre-credit U.S. tax by the limitation frac-(ii) by the rate differential portion of
capital losses in the same separate catedmn is meant to determine the portion oéach rate group of the taxpayer’s net
ry and by a ratable portion of the excess dJ.S. taxes that are attributable to foreigoapital gain from sources outside the
capital gain net income from foreignsource income. Section 904(b)(2)(BUnited States and from all sources,
sources (in the aggregate, considering aldjusts capital gains in the numerator angkspectively.
of the taxpayer’s separate categories) ovdenominator, and foreign source capital The proposed regulations also provide
capital gain net income from all sourcesosses in the numerator, of the limitatiorguidance on adjusting foreign source cap-
(considering capital gains and losses frorfraction if capital gains are taxed at loweital losses under section 904(b)(2)(B)(iii).
sources within and outside the Unitedates than ordinary income, as is ofteifhe regulations clarify that such capital
States, from all of the taxpayer’s separatéhe case under current law for individudosses (after netting against foreign source
categories). Thus, the proposed rulals. Unless capital gains and foreigrapital gains in the same rate group, as
would reduce capital gain net incomeapital losses are adjusted to account falefined in the regulations) should be
from foreign sources in any separate caté¢his difference, the limitation fraction reduced based on the tax rate applicable
gory only if the taxpayer has a net U.S.will not accurately reflect the portion ofunder section 1(h) to the net capital gains
source capital loss, and not in instancebe total pre-credit U.S. tax that is propthat are offset by such net capital losses in
where foreign-source capital gains in onerly attributable to foreign sourcethe determination of the taxpayer's tax-
separate category are offset only by forincome. able income. Although  section
eign-source capital losses from another The rate differential adjustments to904(b)(2)(B)(iii) provides for such adjust-
separate category. This rule implementsapital gains and foreign source capitahent in instances when net foreign losses
Congress’s intent  that  sectionlosses, under section 904(b) and the prtvave offset U.S. source capital gains, the
904(b)(2)(A) and section 904(b)(2)(B)(i)posed regulations, apply only if the speexistence of multiple separate categories
should prevent foreign-source capitatific taxpayer has net capital gain that iafter 1986 may result in foreign source
gains from inappropriately increasing thesubject to reduced tax rates for the taxabtmapital gains and losses in separate cate-
numerator of the foreign tax credit limita-year. Treasury and the IRS request congories offsetting one another. Therefore,
tion fraction under section 904(a) if thosaments with respect to applying on an eledhe regulations require adjustment of for-
capital gains were offset by U.S.-sourcéive basis adjustments based on rate digign capital losses that offset foreign
capital losses, while avoiding the potentialerentials for taxable years in which thesource capital gains associated with dif-
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ferent capital gains rates, in addition talations provide that, for purposes of In addition, taxpayers requested clarifi-
foreign capital losses that offset U.Sapplying section 904(b) in determiningcation on the application of the carryover
source capital gains. the AMT foreign tax credit, the maximumprovisions in taxable years following sec-
In determining which capital gains areAMT rates should be used rather than thiéion 904(j) election years. Because high-
offset by capital losses from sources outrates specified in section 1. taxed income, as defined in section
side the United States in different rate In addition, the regulations clarify that904(d)(2)(F), is calculated by reference to
groups, the proposed regulations providsection 904(b)(2)(B)(ii) (relating to capi-the highest rate of tax specified in section
that net capital losses from sources withital gains from all sources), as well as sed- or 11 (whichever is applicable),
the United States will not be taken intdion 904(b)(2)(B)(i) and (iii) (relating to Treasury and the IRS expect that some
account, in order to simplify this determi-foreign source capital gains and lossefdividual taxpayers who are eligible to
nation. Treasury and the IRS requesespectively) apply (in modified form, aselect the application of section 904(j) may
comments regarding whether the regulgrovided in section 59) to the determinahave foreign tax credit carryovers in the
tions should take net capital losses frortion of the AMT foreign tax credit. The passive income category.
sources within the United States intaegulations also clarify that section 904(b) The proposed regulations clarify that
account for such purposes, and, if so, whatpplies to taxpayers electing to apply ththe amount of a foreign tax credit carry-
type of ordering rules should be applied.simplified foreign tax credit limitation over to or from a non-section-904(j)-elec-

The IRS is considering providing arules under section 59(a)(4). tion year is not reduced to account for the
simplified worksheet for performing the o ) o part of the carryover that (but for section
section 904(b)(2)(B) adjustments in the/- Coordination of Section 904(j) with  gn4(j)) could have been used in interven-
Form 1116 instructions, for taxpayersarryforward and Carryback Rules: ing section 904(j)-election years. Section
whose capital gains are subject only to 181.904() 904(j) was intended to allow taxpayers to

or 20 percent tax rates under section 1(h) gaction 904(j) allows a taxpayer to?void computing the section 904(a) limi-
(similar to the simplified worksheet pro-g4jact not to apply section 904(a) (the fortation fraction. See Committee on the
vided in the 1999 Form 1040 instruction%ign tax credit limitation fraction) if the Budget, U.S. House of Representatives,
as an alternative to Schedule D for taxt'axpayer’s creditable foreign taxes paid oReport on Revenue Reconciliation Act of
payers whose capital gains are subjegl.cryed for the year are $300 or lest997, June 24, 1997, at 520-21.
only to 10 and 20 percent tax rates und £600 or less for joint filers), the taxpay_Requiring taxpayers to compute the
section 1(h)). Treasury and the IR$pg foreign source gross income consis@nount of carryover that could have been
request comments on this approach. entirely of passive income, and suclysed in the election year would be incon-

B. Appropriate tax rates for AMT foreign NcOme and taxes are reported to the ta?lSti?t Wltf:j_tthe Statytoryl purpose c|>f mak(;
tax credit calculation payer on a payee statement. If a taxpaytld 1€ Credit provisions less complex an
elects to apply section 904(j) for any tax/ess burdensome for ta>l<payers.W|th small
The proposed regulations provide thaable year, no foreign taxes paid or accruegnounts of solely passive foreign-source
the alternative minimum tax (AMT) rates,in such year may be carried over to an{)cOMe reported on payee statements.
rather than the regular tax rates, apply fasther year, and no foreign taxes paid dyl@XxPayers may, of course, choose to per-
purposes of carrying out the sectiorccrued in any other year may be carrig™™m the calculations to determine
904(b) capital gains rates adjustments faver to the section 904(j) election year. Whether electing the application of section
the AMT foreign tax credit. Section The proposed regulations clarify that £04(0) would be more advantageous for
904(b) generally adjusts capital gains anthxpayer may elect to apply section 904(j€M. particularly for years in which a for-
foreign source capital losses based on ther a taxable year only if all of the taxe<i9n tax credit carryover will expire.)
difference between the maximum U.S. tapaid or accrued for the taxable year and for HOWever, the section 904()) election
rate and the tax applicable to capital gainshich a credit is allowable to the taxpayef0€S not extend the carryforward and car-
under section 1(h). This adjustment isinder section 901 for the taxable year af¥Pack periods under section 904(c). For
necessary to calculate more accurately theeditable foreign taxes (as defined in se€*@mple, if a carryforward expires in
amount of U.S. tax that is attributable tdion 904(j)(3)(B). For example, suppose?000; and the taxpayer elects the applica-
foreign source income (as determined bthat in year 2, the taxpayer accrues arfiPn Of section 904(j) for the 2000 taxable
application of the section 904(a) fraction)pays foreign tax that was not shown on ¥€& the carryforward cannot be used in
Section 59(a)(1)(B) provides that thepayee statement furnished to the taxpay&PC0 (Pursuant to section 904()(1)(C)) or
AMT foreign tax credit must be deter-and that is related to general limitatiol @Y later year (pursuant to the expira-
mined as if “section 904 were applied ofincome that was recognized and includefion of the carryforward period).
the basis of alternative minimum taxablén income for U.S. tax purposes in year 1. Similarly, the determination of whether
income,” and therefore requires the applilf the foreign taxes in the general limitatiorf1€ t@xpayer paid or accrued more than
cation of section 904(b) in determiningcategory are creditable under section 901300 (Or $600) of creditable foreign taxes
the AMT foreign tax credit. In order tofor year 2, the taxpayer may not elect t& Made without regard to carryovers. For
reflect more accurately the amount of preapply section 904()) for year 2, even if al€X@mple, a single taxpayer who pays $300
credit tentative minimum tax attributableof the taxpayer's income in year 2 is quali®f creditable foreign taxes in 2001, and
to foreign source AMT income, these regfied passive income. has a $500 carryover to 2001 from a pre-
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vious year, is eligible to elect the applicasecurity procedures, visitors must enter a1.S.C. 902(c)(7). * * *
tion of section 904(j) for the 2001 yearthe 13" Street entrance, located betweeSection 1.904—4 also issued under 26
However, if the election is made, the taxConstitution and Pennsylvania Avenued,).S.C. 904(b)(2)(C) and 904(d)(5).
payer cannot claim a credit in 2001 for th&lW. In addition, all visitors must presentSection 1.904-5 also issued under 26
$500 otherwise treated as a carryover. photo identification to enter the building.U.S.C. 904(d)(5).
) Because of access restrictions, visitorSection 1.904—6 also issued under 26

VI. Removal of Example in 81.954-2 i not be admitted beyond the immedi-U.S.C. 904(d)(5).

The proposed regulations removéte entrance area more than.15 mingt&ction 1.904-7 also issued under 26
Example 2 under §1.954-2(b)(2)(iv), before the.hearmg starts. For informatiot).S.C. 904(d)(5). ** *
whi_ch was intended to illustrate the app"ab_ou.t having your name placed on .thd%ar_ 2. Section 1.902—-0 is amended by:
cation of the rules under §1_954_2(b)(25JU|Id|ng access list to attend the hearing, 1. Revising the entry for 81.902-1(a)
for the exception from foreign personaP€® the "FOR FURTHER INFORMA- _ - g y '

. . " secti ' - (13)(ii).
holding company for certain export! ON CONTACT! section of this pream- =2 5%, g oty for 81.902-1(a)
financing interest. Treasury and the IRS'€: (13) i)

are concerned that the example may be 1h€ rules of 26 CFR 601.601(a)(3)

unintentionally confusing. For this rea-2PPlY 10 the hearing. Persons who wish tOL&The revisions and additions read as fol-
' s

son, it is being removed. Comments arBresent oral comments at the hearing mu v

invited concerning whether a replacemerUbmit electronic or written commentsgy 902_0 Outline for regulations

example is necessary. and an outline of the topics to be dispyisions for section 902.
cussed and the time to be devoted to each

Special Analyses topic (signed original and eight (8)*****

. . . copies) by April 5, 2001. A period of 10 ) )
It has been determined that this noticg,inutes will be allotted to each person fop1.902-1 Credit for domestic corporate

of proposed rulemaking is not a Signiﬁ'making comments. An agenda showin hareholder of a foreign corporation for
cant regulatory action as defined in,q scheduling of the speakers will be prf_oreign income taxes paid by the foreign
Executive Order 12866. Therefore, a reG5ared after the deadline for receiving outcorporation.

ulatory assessment is not required. It al§ges has passed. Copies of the agen ‘%

has been determined that section 553(Q)i pe available free of charge at the hearr;3) ««
of the Administrative Procedure Act (5;,

U.S.C. chapter 5) does not apply to these™ (i) Resumption of pooling.
regulations, and because the regulatiorBrafting Information i"l)* E)iamples.

do not impose a collection of information o . .
on small entities, the Regulatory The principal author of these proposed Par 3. Section 1.902-1 is amended as

Flexibility Act (5 U.S.C. chapter 6) doesreg_ulations is Rebe_:cca I Rqsenberg of tHellows: o

not apply. Pursuant to section 7805(f) oPffice of Associate Chief Counsel 1. Paragraph (a)(8)(ii) is amended by
the Code, this notice of proposed rule(International), within the Office of Chief revising the second sentence.

making will be submitted to the chiefCounsel, Internal Revenue Service. 2. Paragraph (a)(10)(i) is revised.
(However, other personnel from the IRS 3. Paragraph (a)(10)(iii) is amended by

Counsel for Advocacy of the Smal = ! : o -
fnd Treasury participated in their developrevising the last sentence and adding one

Business Administration for comment o

their impact on small business. ment. sentence. _
Fokok ok ok 4. Paragraphs (a)(13)(i)(A) and (a)(13)
Comments and Public Hearing ()(B) are revised.
_ Proposed Amendments to the 5. Paragraphs (a)(13)(i)(C) and (a)(13)
Before these proposed regulations aregulations (i)(D) are added.

adopted as final regulations, consideration
will be given to any electronic or written _
comments (a signed original and eight (g P& amended as follows:

Accordingly, 26 CFR part 1 is proposed 6 Paragraph (a)(13)(ii) is revised.
7. Paragraph (a)(13)(iii) is added.

The revisions and additions read as fol-

copies) that are submitted timely to theapT 1—INCOME TAX: TAXABLE lows:

IRS. The IRS and TreaSUry Depal’tmen{zEARS BEGINNING AFTER

request comments on the clarity of th¢yecEMBER 31, 1953 §1.902-1 Credit for domestic corporate
proposed rules and how they can be made shareholder of a foreign corporation for

easier to understand. All comments will Paragraph 1. The authority citation foforeign income taxes paid by the foreign
be available for public inspection andpart 1 is amended by removing the entrgorporation.
copying. for “Section 1.902-1 and 902-2" and

A public hearing has been schedule@§1.904-4 through 1.904-7", and adding (@) >~
for April 26, 2001, beginning at 10 a.m.entries in numerical order to read in part @ o o
in the IRS Auditorium, Internal Revenueas follows: (if) *** Foreign income taxes (other
Building, 1111 Constitution Avenue, Authority: 26 U.S.C. 7805 * * * than taxes attributable to formerly pooled

NW., Washington, DC. Due to building Section 1.902—1 also issued under 26 €amings that are maintained in United
States dollars) that are deemed paid with
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respect to a distribution of pre-1987 accuStates dollars at the spot exchange rate éign income taxes but converted such
mulated profits shall be translated froneffect on the date of the distributionpools to pre-1987 accumulated profits
the functional currency of the lower-tierexcept that foreign income taxes attribut(formerly pooled earnings) and associated
corporation into dollars at the spotable to formerly pooled earningspre-1987 foreign income taxes because
exchange rate in effect on the date of théescribed in the third sentence of parasuch ownership requirements were not
distribution. * * * graph (a)(10)(i) of this section shall bemet as of the close of a subsequent post-
*ok ok kK maintained in United States dollars a4986 taxable year, then the post-1986
(20) * * * (i) The term pre-1987 accu- originally translated in accordance withundistributed earnings and post-1986 for-
mulated profits means the amount of theection 986(a). Post-1986 foreign incomeign income taxes of the foreign corpora-
earnings and profits of a foreign corporataxes attributable to such formerly pooledion shall be determined by taking into
tion computed in accordance with sectioearnings shall be treated as pre-1987 foaccount only taxable years beginning on

902 and attributable to its taxable yearsign income taxes. and after the first day of the first such sub-
beginning before January 1, 1987 (prex* *** sequent taxable year of the foreign corpo-
1987 earnings). If the special effective (13) * ** (i) * * * ration as of the end of which such owner-

date of paragraph (a)(13)(i) of this section (A) The post-1986 undistributed earnship requirements are met and ending
applies, pre-1987 accumulated profits alsmgs and post-1986 undistributed foreigmefore the first day of a subsequent tax-
includes any earnings and profits (comincome taxes of the foreign corporatiorable year in which such ownership
puted in accordance with section 964(aghall be determined by taking into accourmequirements are not met as of the end of
and 986) attributable to the foreign corpoenly consecutive taxable years beginninthe taxable year. The post-pooling earn-
ration’s taxable years beginning afteon and after the first day of the first taxings, formerly pooled earnings, pre-pool-
December 31, 1986, but before the firsable year of the foreign corporation as oihg earnings, and pre-1987 earnings of
day of the first taxable year of the foreigrthe end of which the ownership requiresuch a foreign corporation shall continue
corporation in which the ownershipments of section 902(c)(3)(B) and parato be considered pre-1987 accumulated
requirements of section 902(c)(3)(B) andiraphs (a)(1) through (4) of this sectiomprofits. The rules of paragraph
paragraphs (a)(1) through (4) of this seare met and ending before the first day df)(13)(i)(B) through (D) of this section
tion are met with respect to that corporaa subsequent taxable year in which sudhall apply if such a foreign corporation
tion (pre-pooling earnings). Pre-1987wnership requirements are not met as a@fgain becomes a less-than-10%-U.S.-
accumulated profits also includes anyhe end of the taxable year; owned foreign corporation.
post-1986 undistributed earnings formerly (B) Earnings and profits accumulated (i) Examples The following examples illus-
maintained by a less-than-10%-U.S.prior to the first day of the first taxablelate the special effective date rules of this paragraph
owned foreign corporation (as defined iryear of the.foreign corporatiorj as of 'théa)gfgmple 1 As of December 31, 1991, and since
§1.904-4(g)(1)) that are attributable to thend of which such ownership requiréss incorporation, foreign corporation A has owned
foreign corporation’s taxable years beginments are met shall be considered preeo percent of the stock of foreign corporation B.
ning after December 31, 1986, as of th&987 accumulated profits (which mayCorporation B is not a controlled foreign corpora-
end of which such ownership requireinclude both pre-pooling earnings ancg‘glné Cg;for::g”ii “fiii:gi;""'zE?rirnieairsasﬂ']tg tﬁx‘
mems were met (formerly pooled garnpre-1987 earnings); . Assu%e lLI equals $1 at all relevant tim)(;s. On Apri-l
ings). Such formerly pooled earnings (C) Formerly pooled earningsi, 1992, Corporation B pays a 200u dividend to
shall be considered pre-1987 accumulatetkscribed in paragraph (a)(10)(i) of thisorporation A and the ownership requirements of
profits of the last taxable year of the forsection shall be considered pre-198¥ection 902(c)(3)(B) and paragraphs (a)(1) through
eign corporation in which such ownershiccumulated profits of the taxable yeaf®) ©f this section are not met at that time. On July
requirements were met as of the end of trending immgdiately before the next ta.x—iér}tg gfz t'hzorcn;zt(')craﬁggoéﬁgzk'\?'rg:q"g';f)israﬁnpir'
taxable year. Pre-1987 accumulated proéble year in which such ownershipang, for the first time, Corporation B meets the own-
its also includes earnings and profits accuequirements are not met as of the end efship requirements of section 902(c)(3)(B) and
mulated during subsequent taxable yeatke taxable year; and paragraph (a)(2) of this section. Corporation M uses
of such a less-than-10%-U.S.-owned for- (D) Earnings and profits accumulated"® calendar year as its taxable year. Corporation B
. . . . does not distribute any dividends to Corporation M
eign corporathn as of the end of whicton and aftgr the first dgy of a taxable Y€ uring 1992. For its taxable year ending December
such ownership requirements were naif the foreign corporation as of the end 081, 1992, corporation B has 500u of earnings and
met (post-pooling earnings). All fourwhich such ownership requirements argrofits (after foreign taxes but before taking into
types of pre-1987 accumulated profit;iot met shall be considered pre-198@ccount the 200u distribution to Corporation A) and
described in this paragraph (a)(10)(i) araccumulated profits (post-pooling earnPays 100u of foreign income taxes that is equal to

also sometimes referred t ] lin $100. Pursuant to paragraph (a)(13)(i) of this sec-
0 as pre-poolinggs). tion, Corporation B’s post-1986 undistributed earn-

annual layers. (ii)' Resumpt.ion of poolingif the OWN- " ings and post-1986 foreign income taxes will include
ol ership requirements  of  sectionearnings and profits and foreign income taxes attrib-

(i) * * * Foreign income taxes 902(c)(3)(B) and paragraphs (a)(1)table to Corporation B's entire 1992 taxable year
deemed paid with respect to a distributiothrough (4) of this section are again mét]”dda" S‘;‘bseq“e”tl taxable yearzl_bﬁgé””'”? bffore
of pre-1987 accumulated profits shall bevith respect to a foreign corporation tha&lzﬂoitsei; ;iﬁégg;?gzngsisifazuw; aes Iztser'?:x_reg'
translated from the functional currency obriginally maintained pools of post-1986apie years as of the end of which the ownership
the distributing corporation into Unitedundistributed earnings and post-1986 forequirements of section 902(c)(3)(B) and paragraphs
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(a)(1) through (4) of this section are met. Thus, thencome taxes (50u/500u x 100u) with respect to the * * * *
April 1, 1992, dividend to Corporation A will reduce dividend. Both the dividend and the deemed-paid (3 * k%

post-1986 undistributed earnings to 300u (500u taxes are translated into dollars at the spot exchange

200u) under paragraph (a)(9)(i) of this section. Theate on the dividend date, under the law in effect
foreign income taxes attributable to the amount digprior to the effective date of the Tax Reform Act of
tributed as a dividend to Corporation A will not be1986. See paragraphs (a)(10)(i) and (ii) of this sec- Or less-than-10%-U.S.-owned status.
creditable because Corporation A is not a domestion.

shareholder. Post-1986 foreign income taxes, how- Par. 4. Section 1.904-0 is amended as (2) Pool-terminating event.

ever, will be reduced by the amount of foreign taxegg||g\s:

attributable to the dividend. Thus, as of the begin-
ning of 1993, Corporation B has $60 ($100- [$100 x
40% (200u/500u)]) of post-1986 foreign income®

taxes. See paragraphs (a)(8)(i) and (b)(1) of this sec- a.

(b)(2)(iii).

tion.
Example 2 The facts are the same ag&xample

1, except that Corporation M sells five percent of the(b)(Z)(iV)

Corporation B stock to an unrelated buyer on July 1

2003, so that Corporation B no longer meets the C-

by:

b. Removing the entry for paragraph

Revising the entries for paragraph

(i)***

(C) Effect of intervening noncontrolled

(1) Pre-2003 decontrolling event.

* k k % %

1. The entries for §1.904—4 are amend-

(4) Special rule for dividends paid by a
10/50 look-through corporation.

Revising the entry for paragraphs * » * x

(m) Income treated as allocable to an
additional separate category.

* k ok ok k

ownership requirements of section 902(c)(3)(B) andg) and (g)(1), adding entries for para§1_-904(b)—1 Special rules for capital
paragraphs (a)(1) through (4) of this section as ajraph (g)(1)(i) through (g)(1)(iii), and gains and losses.

that date.

Thus, as of December 31, 2003ﬁevising

the entry for paragarph

Corporation B’s earnings and profits all consist of, .
o e e P (9)(3)()(C).

pre-1987 accumulated profits, comprising pre-198

earnings for years beginning prior to January 1, d.

Adding entries for paragraphs

1987, pre-pooling earnings for taxable years 198¢Q)(3)(1)(C)(), (9)(3)())(C)@), and (g)(4).
through 1991, no earnings for 1992 through 2001, e. Adding an entry for paragraph (m).

formerly pooled earnings for 2002 (comprising
Corporation B’s post-1986 undistributed earningsa
for 1992 through 2002), and post-pooling earnings
for 2003. Dividends paid by Corporation B to

2. The entries for §1.904(b)-1 are

mended by:
a.

Revising section heading and the

Corporation M at any time during 2003 will be con-entries for all of paragraphs (a), (b), and
sidered paid out of pre-1987 accumulated profitg(C).

See paragraphs (a)(10) and (a)(13)(i) of this section.

b. Adding entries for paragraphs (d),

However, Corporation M will be eligible to claim aée), (f), (g), and (h)

deemed-paid credit only with respect to dividend

received on or before July 1, 2003. See paragraphs

3.

Revising the entries for all of

(a)(1) and (12) of this section and §1.902-3(a)(1$1.904(b)-2.

and (7).

4.

Removing all the entries for

Example 3 The facts are the same agxample §81.904(b)-3 and 1.904(b)—-4.

2, except that Corporation M purchases an addition-
al five percent of the stock of Corporation B on July
1, 2004, so that Corporation B again meets the own-

5. Adding entries for §1.904(j)-1.
The revisions and additions read as fol-

ership requirements of section 902(c)(3)(B) andOWS:

paragraphs (a)(1) through (4) of this section on

December 31, 2004. As of the end of 2004, assunfl.904-0 Outline of regulation
Corporation B has 500u of post-1986 undistributegprovisions for section 904.

earnings (after foreign taxes but before taking into

account distributions during 2004) and $100 of postt * * * *

1986 foreign income taxes attributable to 2004, 500u

of post-pooling earnings and 100u of pre-1987 for§1.904—4 Separate application of section
eign income taxes attributable to 2003, and 1500u @04 with respect to certain categories of

formerly pooled earnings and $250 of pre-1987 formco

eign income taxes attributable to 2002 (comprising

me.

Corporation B’s post-1986 undistributed earnings: x x x *

and post-1986 foreign income taxes for 1992
through 2002). Corporation B pays dividends to its
shareholders of 500u on March 1, 2004, and 500u on
September 1, 2004. The March 1, 2004, dividend is

(b) * K %
(2) * k% %
(i) Example.

out of Corporation B’s post-1986 undistributed earn* * * x *

ings in its entirety, and reduces Corporation B’s post-
1986 undistributed earnings and post-1986 foreig
income taxes to zero, even though no shareholder

(g) Noncontrolled section 902 corpora-

ﬁgn and non-look-through 10/50 corpora-

eligible to claim a credit for deemed-paid taxes. SelON.

paragraphs (a)(8)(i) and (b)(1) of this section. The
September 1, 2004, dividend is out of 2003 post-
pooling earnings, and reduces 2003 post-pooling
earnings and foreign income taxes to zero.
Corporation M, which is a 10% domestic sharehold-
er of Corporation B on that date and receives a divi-
dend of 50u, is deemed to have paid 10u of foreign

2001-4 I.R.B.

(1) Corporate-level accounts and treat-
ment of distributions to shareholders.
() Definitions.

(i) Accounts at foreign corporation
level.

(iii) Inclusion at shareholder level.

415

(a) Capital amounts included in taxable
income from sources outside the United
States.

(1) Limitation on capital gain from
sources outside the United States when
the taxpayer has net capital losses from
sources within the United States.

(i) In general.

(i)  Allocation of reduction among
multiple separate categories or rate
groups.

(2) Capital losses from sources outside
the United States in the same separate
category.

(38) Exclusivity of rules; no reduction
by reason of net capital loss from
sources outside the United States in a
different separate category.

(4) Examples.

(b) Capital gain rate differential.

(1) Application of adjustments only if
capital gain rate differential exists.

(2) Determination of whether capital
gain rate differential adjustment exists.
(c) Rate differential adjustment of cap-
ital gains.

(1) Rate differential adjustment of cap-
ital gains in foreign source taxable
income.

(2) Rate differential adjustment of cap-
ital gains in entire taxable income.

(d) Rate differential adjustment of cap-
ital losses from sources outside the
United States.

(1) In general.

(2) Determination of which net capital
gains are offset by net capital losses
from sources outside the United States.
(e) Definitions.

(1) Alternative tax rate.

(2) Capital gain net income.
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(3) Net capital gain. 9. Five sentences are added at the emdlue of the stock. For purposes of this

(4) Rate group. of newly designated paragraph (g)(1)(i). paragraph (b)(2)(ii), indirect ownership

(i) Capital gains. 10. Paragraphs (g)(1)(ii) and (iii) areshall be determined under section 318 and

(i) Capital losses. added. the regulations under that section.

(5) Terms used in sections 1(h), 904(b) 11. The heading of paragraph (i) * **

or 1222, (9)(3)(1)(C) is revised and the text to para- Example*** Some of the franchisees are unre-

() Examples. graph (g)(3)(i)(C) is added. lated to S and P. Other franchisees are related to S

(g) Coordination with overall foreign 12. The text ofExample 2through Séuitfyngflﬁgotgﬁrgﬁifeg Egﬁeﬁgtgﬁ; g;tsps

loss recapture rules. Example 4 is added to paragraphgoes satisfy, the active trade or business require-

(h) Effective date. (9)(3)()(D). ments of section 954(c)(2)(A) and the regulations

) 13. Paragraph 4) is added. thereunder. The royalty income earned by S with

§1.904(b)-2 Special rules for 14. The ?angu;gza( “?’;md" at the end ofedard to both its related and unrelated franchisees is

- foreign personal holding company income because S
paragraph (I)(l)(v) is removed. does not satisfy the active trade or business require-

15. The period at the end of paragrapfents of section 954(c)(2)(A) and, in addition, the
(N(1)(vi) is removed and “; and” is addedroyalty income from the related franchisees does not

a) Application of section 904(b)(2)(B in its place. qualify for the same country exception of‘ section
(a) Applicati I (b)(2)(B) 16. Paragraph (I)(1)(vii) is added. 954(c)(3). However, all of the royalty income

application of section 904(b) to
alternative minimum tax foreign tax
credit.

adjustments. . earned by S is general limitation income to S under
(b) Use of alternative minimum tax 17. Paragraph (m)is added. §1.904—4(b)(2)(ii) because P, a member of S's affili-
rates. The revisions and additions read as folyted group (as defined therein), satisfies the active
(1) Taxpayers other than corporations'.ows: trade or business test (which is applied without

regard to whether the royalties are paid by a related
(@) Ef?rp?ratz t?'XpayerS' 81.904-4 Separate application of sectiomperson). S's royalty income that is taxable to P
. *(f)* . ective date. 904 with respect to certain categories of under subpart F and the royalties paid to P are gen-
income eral limitation income to P under the look-through
’ rules of §1.904-5(c)(1)(i) and (c)(3), respectively.

* % % % %

§1.904(j)-1 Certain individuals exempt  , , , .
from foreign tax credit limitation. (b) *** (g) Noncontrolled section 902 corpo-

(a) Election available only if all foreign  (2) * * * (i) * * * For rents and royal- ration and non-look-through 10/50 corpo-
taxes are creditable foreign taxes.  ties paid or accrued more than 60 day@tion—(1) Corporate-level accounts and
(b) Coordination with carryover rules. after the date these regulations are pufatment — of  distributions  to
(1) No carryovers to or from e|ecti0h|i8hed as final regulations in theederal Shareholders—(l) .Defmltl(?ns e
year. Register, passive income does not includd=xcept as otherwise provided, the term
(2) Carryovers to and from other yeargny rents or royalties that are derived inOk'thrOUgh .Corporatlc_’n” me.ans a for-
determined without regard to e|ecti0rfhe active conduct of a trade or busines§!dn corporation that is SUbJeCt to the

years. regardless of whether such rents or royalook-through rules of section 904(d)(3) or
(3) Determination of amount of cred-ties are received from a related or an unréection 904(d)(4) (as in effect for taxable
itable foreign taxes. lated person. * * * years beginning after December 31,

(c) Examples. (i) Exception for certain rents and roy-2002). The term “non-look-through 10/50
Par. 5. Section 1.904—4 is amended adties Rents and royalties are consideregorporation” means any foreign corpora-
follows: derived in the active conduct of a trade dion that is not a look-through corporation
1. Paragraph (a) is amended by remofusiness by a United States person or bya&d with respect to which a domestic cor-
ing the period at the end and adding theontrolled foreign corporation (or otherporation meets the stock ownership
language “, or in §1.904—4(m) (additionaEntity to which the look-through rulesrequirements of section 902(a), or, for

separate categories).” apply) for purposes of section 904 (but ng@urposes of applying the look-through
2. The first sentence of paragrap]fpr purposes of section 954) if the requirer|eS described in S.eCtlon 904(d)(3) and
(b)(2)(i) is revised. ments of section 954(c)(2)(A) are satis§1.904-5l, a domestic co_rporatlon meets
3. Paragraph (b)(2)(ii) is revised. fied by one or more corporations that arée requirements of section 902(b). The

4. Paragraph (b)(2)(iii) is removed. members of an affiliated group of corpoferm “less-than-10%-U.S.-owned foreign

5. Paragraph (b)(2)(iv) is redesignate¢ations (within the meaning of sectionCOfprfatIQn" means a foreign corporation
as paragraph (b)(2)(iii). 1504(a), determined without regard tdhat is neither a look-through corporation

6. The last three sentences of th&ection 1504(b)(3)) of which the recipienfior @ non-look-through 10/50 corpora-
Examplein newly designated paragraphs @ member. For purposes of this pardion. The term “look-through pool”
(b)(2)(iii) are revised and three new sengraph (b)(2)(ii), an affiliated group means the post-1986 undistributed earn-

tences are added at the end. includes only United States corporation§gs of a foreign corporation that are sub-
7. The paragraph heading for paraand foreign Corporations that are COI"I.l'_eCt to the Iook—through provisions of Se.C'
graph (g) is revised. trolled foreign corporations in which tion 904(d)(3) or section 904(d)(4) as in

8. Paragraph (g)(]_) is redesignated égnited States members of the affiliated?ffeCt for taxable years beginning after
paragraph (g)(1)()) and a new heading igroup own, directly or indirectly, at leastDecember 31, 2002. The term “non-look-
added for paragraph (g)(1). 80 percent of the total voting power andhrough pool” means the post-1986 undis-
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tributed earnings of a foreign corporatiomoncontrolled section 902 corporatioriated prior to, and distributed after, the
that were accumulated (or treated as accwith respect to the taxpayer. Thereforejecontrolling event. In determining
mulated) while the foreign corporationdividends paid to an individual shareholdwhether the look-through rules apply to
was a non-look-through 10/50 corporaer by a non-look-through 10/50 corporaearnings and profits maintained at the dis-
tion. tion, or by a controlled foreign corpora-tributing corporation level, earnings and
(i) Accounts at foreign corporation tion out of a non-look-through pool, will profits accumulated or distributed in the
level The post-1986 undistributed earnbe treated as passive income. Similarlyaxable year in which a decontrolling event
ings of a controlled foreign corporation ordividends paid to an individual shareholdeccurs shall be considered accumulated or
other look-through corporation may coner by a look-through corporation that igdistributed after the decontrolling event,
sist of look-through pools (comprisingnot a controlled foreign corporation willrespectively. However, in determining
post-1986 undistributed earnings accumube treated as passive income to such indithether a dividend recipient is entitled to
lated during periods when the foreign corvidual, even if the individual owns 10 per-look-through treatment with respect to a
poration was, or was treated as, a lookeent or more of the distributing corporaparticular distribution, only the sharehold-

through corporation, which may includetion’s stock. er's status and ownership of stock at the
post-1986 undistributed earnings in one or* * * * time it receives the dividend is relevant.
more non-look-through pools attributable (3) * * * See 81.902-1(a)(1) and paragraph
to dividends paid to the look-through cor- (i) * * * (9)(2)(iii) of this section.

poration by each separate non-look- (C) Effect of intervening noncontrolled (2) Pool-terminating event If a look-
through 10/50 corporation), as well as oner less-than-10%-U.S.-owned statdfl) through corporation or a non-look-
or more non-look-through pools (includ-Pre-2003 decontrolling event If a con- through 10/50 corporation becomes a
ing post-1986 undistributed earninggrolled foreign corporation becomes a nonless-than-10%-U.S.-owned foreign corpo-
accumulated during periods when the fotook-through 10/50 corporation, for exam+ation, for example, by reason of the cor-
eign corporation was, or was treated as, [@e, by reason of the corporation’s issuangeoration’s issuance of additional stock or
non-look-through 10/50 corporation).of additional stock or the disposition ofthe disposition of stock by the corpora-
Similarly, a look-through corporation’s stock by the corporation’s controllingtion’s United States shareholders (a pool-
pre-pooling annual layers, as defined itUnited States shareholders to foreign peterminating event), and retains that status
§1.902-1(a)(10)(i), may or may not besons in a taxable year of the controlled foras of the end of the foreign corporation’s
subject to the look-through rules, depenceign corporation beginning before Januartaxable year, then earnings and profits that
ing on whether the corporation was, ofl, 2003, (a decontrolling event), and retaingere accumulated before the pool-termi-
was treated as, a look-through corporatiothat status as of the end of the foreign conating event will at all times thereafter be
at the time the earnings were accumulaporation’s taxable year, then earnings angeated as pre-1987 accumulated profits
ed. profits that were accumulated before thaccumulated by a non-look-through 10/50
(iii) Inclusion at shareholder levelA decontrolling event during periods whercorporation in  accordance  with
particular dividend recipient will be enti-the corporation was a controlled foreigrg§1.902—-1(a)(10) and (13). Distributions
tled to look-through treatment withcorporation will at all times thereafter beof such earnings and profits after the pool-
respect to a particular distribution from dreated as earnings and profits accumulatéerminating event will not be subject to
controlled foreign corporation only if theby a non-look-through 10/50 corporationthe look-through rules of §1.904-5, even
recipient is a United States shareholder, e corporation’s post-1986 undistributedf the corporation subsequently becomes a
defined in section 951(b) taking intoearnings (or deficits in post-1986 undistriblook-through corporation again. Earnings
account section 953(c), of the controlledited earnings) in each separate categoayd profits accumulated or distributed in
foreign corporation at the time it receiveshall be combined into, and constitute théhe taxable year in which a pool-terminat-
the dividend. Therefore, a dividend distri-opening balance of, a single non-looking event occurs shall be considered accu-
bution from a controlled foreign corpora-through pool of post-1986 undistributednulated or distributed after the pool-ter-
tion to a United States shareholder will bearnings accumulated in taxable yeansinating event, respectively. However, in
characterized under the look-throughbeginning before January 1, 2003. The codetermining whether a dividend recipient
rules, whereas a dividend distribution to @oration’s post-1986 foreign income taxess entitled to look-through treatment with
less-than-10% shareholder of the conn each separate category shall similarly bespect to a particular distribution, only
trolled foreign corporation will be treatedcombined into a single category of postthe shareholder’s status and ownership of
as passive income. Similarly, under sect986 foreign income taxes attributable tstock at the time it receives the dividend is
tion 904(d)(1)(E), only a corporate sharethe non-look-through pool. Distributions ofrelevant. See §1.902-1(a)(1) and para-
holder calculates a separate foreign tasuch earnings and profits after the decomraph (g)(1)(iii) of this section.
credit limitation for dividends from eachtrolling event will not be subject to the look-* * * * *
noncontrolled section 902 corporationthrough rules of §1.904-5, even if the cor- (D) * * *
and the look-through rules of sectiorporation subsequently becomes a controlled Example 2 (i) Facts X, a domestic corporation,
904(d)(4) as in effect for taxable yeardoreign corporation or other look-through?"ns all of the stock of S, a controlled foreign cor-

N . . L poration. On March 1, 2002, S pays a dividend to X.
beginning aﬁer Decgn_]ber 31, 2002, applgorporation again. Thg corporatlon S Pr€n July 1, 2002, S issues additional shares of stock
only to applicable dividends out of post-1987 accumulated profits will also be ineliyg 7, 4 foreign person, in exchange for a capital con-

2002 earnings of a corporation that is gible for look-through treatment if accumu-tribution. The new stock issuance dilutes X's inter-
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estin Sto 40 percent. Thus, Sis a non-look-througlion described in paragraph (m) of thigxample, a taxpayer must use the modified
10/50 corporation beginning on July 1, 2002. gaction and will not be treated as genergross income method under §1.861-9T

(i) Result. The March 1, 2002, dividend to X is . .. .. . . . . . L
treated as a dividend from & non-look-through 10/5limitation income described in sectionwhen applying the principles of that sec-

corporation. X is not entitled to look-through treat-904(d)(1)(1). tion for purposes of this paragraph
ment on the dividend under paragraph (g)(3)(i)(C) of * * * * (a)(2)(ii) to determine the amount of a con-
this section. (m) Income treated as allocable to antrolled foreign corporation’s income, in

Example 3 (i) Facts X, a domestic corporation, aqitional separate categary If section each separate category, that is tax
has owned all of the stock of S, a controlled foreig P gary ceach sep € caregory, S ed by a

corporation, since S was organized in 1980. Both ;@04(a), (b), and (c) are applied separate[y)reigp country, if .the taxpayer applies the
and S use the calendar year as the taxable year. &h any category of income under thenodified gross income method under
July 1, 2002, X sells 60 percent of the stock of S tbnternal Revenue Code (for example§1.861-9T(f)(3) when applying

Z, a foreign person. On July 1, 2003, X repurchasegnder section 56(9)(4)(0)(iii)(|v), 81.861-9T to determine the income and

all of the S stock that it sold to Z in 2002. Thus, S'i ; ; . _
a controlled foreign corporation for 1980 through§45(a)(lo)’ 865(h), 901(j), or 904(g)(10)).earnings and profits of the controlled for

June 30, 2002, a non-look-through 10/50 Corporaﬁophat category of income will be treated fokign corporation for United States tax pur-
from July 1, 2002, through December 31, 2002, an@!! purposes of the Internal Revenue Codgoses.

a look-through corporation from January 1, 2003and regulations as if it were a separate cat+ * * *

forward, as well as a controlled foreign corporatioregory listed in section 904(d)(1) and sec- Par. 8. Section 1.904(b)-1 is revised to
Ol P, tion 904(d)(3)(F)(0). read as follows:

(i) Result Pursuant to paragraph (g)(3)(i)(C) of .
this section, X is entitled to look-through treatment Par. 6. In §1.904-5, paragraph (a)(1) is

with respect to distributions before January 1, 2004€vised to read as follows: §1_-904(b)—1 Special rules for capital

of S’s post-1986 undistributed earnings accumulated ~gains and losses.

through December 31, 2001, and of S's pre-19881.904-5 Look-through rules as applied ) ) )
accumulated profits. Distributions after Decembeto controlled foreign corporations and (@) Capital amounts included in tax-
31, 2001, of earnings and profits accumulated befoigther entities. able income from sources outside the
January 1, 2003, will be treated as dividends from a United States-(1) Limitation on capital

non-look-through 10/50 corp(_)ra_tlon_. Xis entltleq to (a) * K % gain from sources outside the United
look-through treatment on distributions of earnings (1)

and profits accumulated and distributed after The term separat_e category'States when the taXpayer _has net ca_pltal
December 31, 2002. means, as the context requires, any catRsses from sources within the United
Example 4 (i) Facts The facts are the same asgory of income described in sectionStates—(i) In general Except as other-

in Example 3except that X sells 95 percent, rathe904(d)(1)(A), (B), (C), (D), (E), (F), (G), wise provided in this section, for purposes

than 60 percent, of the stock of S to Z. Thus, Sis (), or (1) and in §1.904—4(b), (d), (€), (), of section 904 and this section, taxable
controlled foreign corporation for 1980 through Jun !

30, 2002, a less-than-10%-U.S-owned foreign co'd (@) any category of income describefhcome from sources outside the United
poration from July 1, 2002, through June 30, 20031 §1.904-4(m), or any category of earnstates (in all of the taxpayer's separate
and a controlled foreign corporation beginning odiNgs and profits to which incomecategories in the aggregate) shall include
July 1, 2003. described in such prOViSionS is attributcapita| gain net income from sources out-

(i) Result The resultis the same asHrample gpje. . . .
3, except that distributions from S made betweeR 4 4 x side the United States (determined by

July 1, 2002, and June 30, 2003, will be treated as considering all of the capital gain and loss
passive income to X because X owns less than 10 Par'_. 7 In §1'904_6’_ paragraphtems in all of the taxpayer’s separate cat-
percent of the stock of S during that period(&)(1)(ii) is amended by adding two sengqories in the aggregate) only to the extent

Distributions from S to X made between January tences at the end to read as follows: of capital gain net income from all
2002, and June 30, 2002, will be treated as dividends

from a non-look-through 10/50 corporation.§1.904—6 Allocation and apportionment sources. Similarly, except as otherwise

Distributions from S to X made after June 30, 2003pf taxes. provided in this section, for purposes of
out of earnings and profits accumulated prior to section 904 and this section, net capital
January 1, 2003, will be treated as dividends from a (a) * k ok (1) * ok % gain from sources outside the United

non-look-through 10/50 corporation. X is entitled to /..y & % . - : . .
look-through treatment of distributions after June 30, . (i If the taxpayer applies the prin- States (determined by considering all of

2003, out of earnings and profits accumulated aftdriPles Of 881.861-8 through 1.861-14T fothe capital gain and loss items in all of the

December 31, 2002. purposes of allocating expenses at the levélxpayer's separate categories in the

*OK K kK of the taxpayer (or at the level of the qualiaggregate) shall not exceed net capital
(4) Special rule for dividends paid by afied business unit, foreign subsidiary, ogain from all sources.

10/50 look-through corporatian other entity that paid or accrued the foreign (ii) Allocation of reduction among mul-

[Reserved] taxes) under this paragraph (a)(1)(ii), suctiple separate categories or rate groug$
*ok ok kK principles shall be applied (for such purcapital gain net income (or net capital
() **=*(2)=*** poses) in the same manner as the taxpay&in) from sources outside the United

(vii) Income that meets the definitionsapplies such principles in determining thé&tates exceeds capital gain net income (or
of a separate category described in par@come or earnings and profits for Unitechet capital gain), and the taxpayer has cap-
graph (m) of this section and of any otheBtates tax purposes of the taxpayer (or @l gain net income (or net capital gain)
category of separate limitation incomehe qualified business unit, foreign subfrom sources outside the United States in
described in section 904(d)(1)(A) througtsidiary, or other entity that paid or accruedwo or more separate categories or in two
(H) will be subject to the separate limitathe foreign taxes, as the case may be). For more rate groups, such excess must be
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apportioned on pro ratabasis as a reduc- require any reduction of As passive category capital (ji) In the case of a corporation, tax is
tion to each such separate category, ag@" imposed under section 1201(a) on the tax-

. Example 2 Taxpayer B, a corporation, has $500
then within each separate category, on a capital gain net income from sources outside thB2YE" at a rate less than any rate of tax

pro ratabasis among rate groups. For pUlgpited States, of which $300 is in the general limi/MPOsed on the taxpayer by section 11, 511,
poses of the preceding sentenom, rata tation category and $200 is in the passive categor@r 831(a) or (b), whichever applies (deter-
means based on the relative amounts of tBé& capital gain net income from sources outside thenined without regard to the last sentence of
capital gain net income (or net capital’nited States is $500 ($300 + $200). Because B alggsction 11(b)(1)), for the taxable year.
gain) from sources outside the U'niteﬂgcil:;Zf:g:'Bk,)ssf::;izllzoaifgorrrets?nucrgﬁfevzf':g'; t:”e (c) Rate differential adjustment of cap-
States in each separate category, or in ea&?@”ces) is $400 ($300 + $200 - $100). Pursuant Al gains—(1) Rate differential adjust-
rate group within a separate category.  paragraph (a)(1)(B) of this section, the $100 exced®ient of capital gains in foreign source
(2) Capital losses from sources outsidef capital gain net income from sources outside thtaxable income In determining taxable
the United States in the same separatd!ited States over capital gain net income from ajncome from sources outside the United
category Except as otherwise provided inf:éﬁiﬁzn(’$t?1(:ge:ﬁ:ﬁgo(g3nggz5%% i?%olrct)'gyngf'ssgg)é‘tatgs for purposes of section 904 and this
paragraph (d) of this section, taxabl, the general limitation category and two-fitthsS€CtiON, capital gain net income from
income from sources outside the Unite@200/$500 of $100, or $40) to the passive categorgources outside the United States in each
States in each separate category shall beerefore, for purposes of section 904, the genergleparate category, after any reduction pur-
reduced by any capital loss that is allocdimitation category includes $240 (3300 - $60) ofgant to paragraph (a) of this section, shall
ble or apportionable to sources outside th?r‘ﬁt'g ot Snaert] d'Tﬁg?gszsgq;?e‘ggf;in‘lﬁ:gg 3:2 g reduced by the sum of the rate differ-
United States in such separate category oo - $40) of capital gain net income from source€Ntial portions (as defined in section
the extent such loss is allowable in deteputside the United States. 904(b)(3)(E)) of each rate group of net
mining taxable income for the taxable Example 3 Taxpayer C, a corporation, has acapital gain from sources outside the
year (taking into account losses allowab|&10.000 capital loss from sources outside the Unitadnjted States in such separate category.
under section 1211(b)). | f;?)tlte; énai:"?rc?rinsegilr!g”gﬂ; ; dgattﬁgﬂﬁ’its fg;g?e.os (2) Rate differential adjustment of cap-
(3) Exclusivity of rules; no reduction i, the passive category, and a $2,000 capital galt@! gains in entire taxable incomeFor
by reason of net capital losses fromrom sources within the United States. C's capitgpurposes of section 904 and this section,
sources outside the United States in a difiain net income from sources outside the Unitethe entire taxable income shall include
ferent separate categary Capital gains States is zero, since losses exceed gains. C's capilins from the sale or exchange of capital
from sources outside the United States ﬁz'pr;t;e;;ﬁox T;‘:gnil fsrzlr‘;czzljfczlss%j; o géssets only to the extent of capital gain net
any separate category shall be limited byniteq States does not exceed its capital gain nEicome reduced by the sum of the rate dif-
reason of section 904(b)(2)(A) and thencome from all sources, and therefore paragrapierential portions (as defined in section
comparable limitation of section (a)(1) of this section does not require any reductio04(b)(3)(E)) of each rate group of net
SOA(E)(2YE)) orly o the extent provic& S wesie ey sresann, B P gpital gin
ed in paragraph (a)(1) of this .sectloriapital gain net e s geniral imitatior, cate, () Rate differential adjustment of cap-
(relating to limitation on capital gain from gory includes a capital loss of $6,000 because onij@l l0sses from sources outside the United
sources outside the United States whegs,000 of capital loss is allowable as a deduction ibtates—(1) In general In determining
taxpayer has net capital losses frorthe current year. The entire $4,000 of capital loss itaxable income from sources outside the
sources within the United States) an@cess of the $6,000 of capital loss that offsets canijnjted States for purposes of section 904
paragraph (a)(2) of this section (re_latinQﬂgglgﬁ?ﬁggfi; rfg;gegfb;fghoggmgr%nd this section, any net capital loss from
to capital losses from sources outside thgen into account under section 904(a) or (b) for theOUrces outside the United States included
United States in the same separate cate@@rrent taxable year. in a separate category pursuant to para-
ry). (b) Capital gain rate differentiak-(1) graph (a) of this section shall be reduced
(4) Examples The following examples Application of adjustments only if capitalby the sum of the rate differential portion
illustrate the application of this paragraplyain rate differential exists Section of the net capital gains (from the same rate
(a). The examples are as follows: 904(b)(2)(B) and paragraphs (c) and (dyroup in other separate categories, from
Example 1 Taxpayer A, a corporation, has a genof this section apply only for taxable yearsther rate groups in the same or other sep-
eral limitation category capital loss of $3,000 fromy, \yhich the taxpayer has a capital gaiarate categories, or from sources within
sources oqt5|de the United States, a passwepategogt diff tial the United States) that are offset by such
capital gain of $3,000 from sources outside thtate dierential. . ; o y
United States, and a capital loss of $2,000 from (2) Determination of whether capital net capital loss in determining the taxpay-
sources within the United States. A has no capitgjain rate differential existsFor purposes er’s entire taxable income.
gain net income from sources outside the Unitegf section 904(b) and this section, a capi- (2) Determination of which net capital
States (in the aggregate, from all separate calgy gain rate differential is considered tayains are offset by net capital losses from
gories), because the $3,000 passive capital gain less. ) . .
the $3,000 general limitation capital loss yields a ndt XISt for the taxable year only if the taxsources outside the United Statefor
of zero. From all sources, A also has no capital gaid@yer has a net capital gain for the taxableurposes of paragraph (d)(1) of this sec-
net income. (The resulting $2,000 net capital loss igear and— tion, in order to determine which net cap-
not currently allowable under section 1211(a) (j) In the case of a taxpayer other than #al gains (from any rate group) are offset
because A s a corporation.) Because As capital gail, 1 ration, tax is imposed at a reducelly net capital losses from sources outside
net income from sources outside the United States . . .
does not exceed A's capital gain net income from alidt€ under section 1(h) for the taxabléhe United States, the following rules shall

sources, paragraph (a)(1) of this section does n¥€ar; or apply in the following order:
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(i) Capital losses from sources outsidéo offset net capital gain in the 25 percerdales or exchanges. Such term shall
the United States shall first be nettedate group. include net section 1231 gain, but shall
against capital gains from sources outside (v) The net capital losses from sourcesot include gains or losses from the sale
the United States in the same rate grougutside the United States in any rater exchange of capital assets to the extent
and the same separate category as the fgroup, to the extent netted against net cafhiat such gains are not treated as capital
eign source capital losses. ital gains in any other separate categoiyains. In determining capital gain net

(i) Net capital losses from each ratainder paragraph (d)(2)(ii) of this sectiorincome, gains and losses which are not
group from sources outside the Unitedr against net capital gains in any othefrom the sale or exchange of capital assets
States shall be netted against net capitate group under paragraph (d)(2)(iv) obut which are treated as capital gains and
gains from sources outside the Unitethis section, shall be treated as conpngg losses under the Internal Revenue Code
States from the same rate group in otheata from each separate category that corare included.
separate categories, ratably to the extetdins net capital losses from sources out- (3) Net capital gain The terrmet capi-
that net capital gains and losses in a paside the United States in that rate groupal gain means the excess of the net long-
ticular rate group occur in two or moreFor example, assume that the taxpayer hteesm capital gain (including net section
separate categories. $20 of net capital losses in the 20 percerd231 gain) for the taxable year over the net

(iii) Capital losses from sources withinrate group in the passive category and $4hort-term capital loss for such year, but
the United States shall be netted againef net capital losses in the 20 percent rathall not include gains or losses from the
capital gains from sources within thegroup in the general limitation categorysale or exchange of capital assets to the
United States in the same rate group. both from sources outside the Unitedxtent that such gains are not treated as cap-

(iv) The net foreign capital losses fromStates. Further assume that $50 of th&l gains. In determining net capital gain,
each rate group, as determined undéotal $60 net capital losses from sourcegains and losses which are not from the sale
paragraph (d)(2)(ii) of this section, shalloutside the United States are nettedr exchange of capital assets but which are
be netted against the taxpayer’s remainirggainst net capital gains in the 28 percetreated as capital gains and losses under the
net capital gains from sources within andate group (from other separate categoridsternal Revenue Code are included.
outside the United States in the followingr from sources within the United States). (4) Rate group For purposes of this
order, and without regard to any net capi©ne-third of the $50 of such capital losssection—
tal losses, from any rate group, fromes would be treated as coming from the (i) Capital gains With respect to cap-
sources within the United States— passive category, and two-thirds of suchial gains, the ternmate groupmeans the

(A) First against net capital gains fronf50 would be treated as coming from themounts subject to a particular rate of tax
sources within the United States in th@eneral limitation category. under section 1(h). For example, the 20
same rate group; (vi) The determination of which capitalpercent rate group of capital gain net

(B) Next, against net capital gains irgains are offset by capital losses fronmcome from sources outside the United
other rate groups, in the order in whictsources outside the United States und&tates consists of the capital gain net
capital losses offset capital gains for purthis paragraph is made solely in order toacome from sources outside the United
poses of determining the taxpayer's taxdetermine the appropriate rate-differenStates that is subject to tax at a rate of 20
able income and without regard tdial-based adjustments to such capitgdercent under section 1(h).
whether such net capital gains derive fronosses under this section and section (i) Capital losses With respect to
sources within or outside the United®04(b), and does not change the sourceapital losses, the rate group shall be
States, as follows: allocation, or separate category of angetermined as if the sale or exchange that

(1) A short-term capital loss (includingsuch capital gain or loss for purposes gfroduced the capital loss had instead pro-
any short-term capital loss carryover) igomputing taxable income from sourcesluced a capital gain. For example, if the
used first to offset short-term capital gairwithin or outside the United States or fosale of an asset held for more than one
otherwise taxable at ordinary incomeny other purpose. year yields a capital loss, but any gain
rates. Any remaining net short-term capi- (e) Definitions For purposes of sec-generated by the sale would have been
tal loss is used first to offset any net longtion 904(b) and this section, the followingsubject to tax at a rate of 20 percent under
term gain in the 28 percent rate groupefinitions apply: section 1(h), the capital loss is allocated to
then to offset net long-term gain in the 25 (1) Alternative tax rate The term the 20 percent rate group for purposes of
percent rate group, and finally to offset nedlternative tax rataneans, with respect to this section.
long-term gain in the 20 percent rateany rate group, the rate applicable to that (5) Terms used in sections 1(h), 904(b)
group. rate group under section 1(h) (for taxpayer 1222 For purposes of this section, any

(2) A net capital loss in the 28 perceners other than corporations) or 1201(aerm used in this section and also used in
rate group is used first to offset net capitgffor corporations). For example, the altersection 1(h), section 904(b) or section
gain in the 25 percent rate group, and themative tax rate for unrecaptured sectiod222 shall have the same meaning given
to offset net capital gain in the 20 percernt250 gain is 25 percent. such term by section 1(h), 904(b) or 1222,
rate group. (2) Capital gain net incomeThe term respectively, except as otherwise provided

(3) A net capital loss in the 20 percentapital gain net incomeneans the excessin this section.
rate group is used first to offset net capitadf the gains from the sales or exchanges of (f) Examples The following examples
gain in the 28 percent rate group, and therapital assets over the losses from sudlustrate the provisions of this section. In
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these examples, the adjustment for thgain in calculating the rate differentialhad resulted in gain rather than loss, the gain would
rate differential portion is shown as a fracadjustments). In addition, all doIIarr_‘"=“’elbr‘fe”Ftaxf;j ata fatte Ofslo Pefcezt#”dggggc'f
tion, the numerator of which is the alteramounts in the examples are abbreviatéc'égita(| ;'ains:cro; o et e Unitod States
native tax rate percentage and the denorfrom amounts in the thousandsd, $50  inat are taxed at a rate of 28 percent under section
inator of which is 39.6 percent (therepresents $50,000). The examples are g8§). A also has $100 of capital losses from
current highest applicable tax rate fofollows: sources within the United States. If the sale or
individuals under section 1). All of the Example 1 (i) A, an individual, has foreign exchange generating such capital losses had instead
; i urce items only in the passive category for the Yielded a capital gain, such gain would have been
lexamples aslsume that all cgp:tal gans a'tslaxable year. A has $1,000 of capital gains from subject to tax a rate of 20 percent under section
osses are long-term capital gains ang, o< outside the United States, which would bel(h). A also has $500 of ordinary income from

losses. (Therefore, in these examplegxed at a rate of 20 percent under section 1(h). Asources within the United States. ‘ ‘
capital gain net income equals net capitaks $700 of capital losses from sources outside the (i) As items of ordinary income, capital gain -
gain, and for convenience both are/nited States, which resulted from the sale of capiand capital loss for the taxable year are summarized

referred to in the examples as net capitéﬁ' assets held for more than one year. If the sale in the following table:

foreign source

U.S. source passive
20% rate group ($100) $1,000
($700)
25% rate group
28% rate group $800
ordinary income $500

(iii) A's capital gain net income from sources out-tion. The $1,000 of capital gain less the $700 of capdnited States in the same rate group (20 percent). A
side the United States ($300) does not exceed Al loss yields $300 of net capital gain in the 20 pemust adjust the resulting $200 ($300 - $100) of net
capital gain net income from all sources ($1,000xent rate group in the passive category. A mustpital gain in the 20 percent rate group as required
Therefore, paragraph (a)(1) of this section does nadjust the resulting net capital gain in the passivender section 904(b)(2)(B)(ii) and paragraph (c)(2)
require any reduction of A's capital gain net incomeategory as required under section 904(b)(2)(B)(idf this section, using 20 percent as the alternative tax

in the passive category. and paragraph (c)(1) of this section, using 20 percerdte, as follows: $200(20%/39.6%). A must also
(iv) In computing As taxable income from as the alternative tax rate, as follows:adjust the $800 of net capital gain in the 28 percent
sources outside the United States in the numerator $800(20%/39.6%). rate group, using 28 percent as the alternative tax

the section 904(a) foreign tax credit limitation frac- (v) In computing A's entire taxable income in therate, as follows: $800(28%/39.6%).

tion for the passive category, capital gains and losslenominator of the section 904(a) foreign tax credit (vi) As passive category foreign tax credit limi-
es from sources outside the United States are nettiémitation fraction, A must combine the $300 nettation is computed as follows:

within rate groups and within separate categoriegapital gain from sources outside the United States

See paragraphs (a)(2), (c)(1), and (d)(1) of this seend the $100 net capital loss from sources within the

$300 (20%/39.6%)

$500 + $200 (20%/39.6%) + $800 (28%/39.6%)

Example 2 (i) X, an individual, has the following items of ordinary income, capital gain, and capital loss for the taxable year:

foreign source

U.S. source general passive
20% rate group $300 ($500) $100
25% rate group $200
28% rate group $500 ($300)
ordinary income $1,000 $500 $500

(ii) X's capital gain net income from sources out-gories, X must adjust capital gain net income and nefde the United States in each rate group are netted
side the United States in the aggregate (zero, sincapital losses as provided in section 904(b)(2)(B)(ixgainst net capital gains from sources outside the
losses exceed gains) does not exceed X's capital gand (iii) and paragraphs (c)(1) and (d)(1) of this sedJnited States in other separate categories in the
net income from all sources ($300). Therefore, pardion. same rate group. Thus, $100 of the $500 net capital
graph (a)(1) of this section does not require any (A) First, capital gains and losses from sourcekss in the 20 percent rate group in the general limi-
reduction of X’s capital gain net income in the paseutside the United States are netted within rat@tion category offsets $100 of net capital gain in the
sive category. groups and within separate categories. There are 80 percent rate group in the passive category. The

(iii) In computing X’s taxable income from such amounts to be netted in this case. $100 net capital gain remains in the passive catego-
sources outside the United States in the numerators (B) Because X has net capital losses in the geny and is adjusted under paragraph (c)(1) of this sec-
of the section 904(a) foreign tax credit limitationeral limitation category, under paragraph (d)(2)(ii) otion as follows: $100(20%/39.6%). The $100 net
fractions for the passive and general limitation catethis section X’s net capital losses from sources outapital loss remains in the general limitation catego-
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ry and is adjusted under paragraph (d)(1) of this se$300 net capital loss remains in the general limitanet income by netting all of X’s capital gains and
tion as follows: $100 (20%/39.6%). tion category and is adjusted under paragraph (d)(Igsses, from sources within and outside the United
(C) Next, under paragraph (d)(2)(iv)(A) of this of this section as follows: $300(28%/39.6%). States, and adjusting any remaining net capital gains,
section, X's net capital losses from sources outside (D) Next, under paragraph (d)(2)(iv)(B) of thisbased on rate category, under section
the United States in any rate group and in any sepsection, the remaining net capital losses in a ra@04(b)(2)(B)(ii) and paragraph (c)(2) of this section.
rate category are netted against net capital gains gnoup are netted against net capital gains from oth&rmust also include foreign source ordinary income
the same rate group from sources within the Unitechte groups from sources within and outside th& the numerators, and worldwide ordinary income
States. Thus, $300 of the $500 net capital loss in thénited States. The remaining $100 of the $500 nét the denominator, of the foreign tax credit limita-
20 percent rate group in the general limitation catezapital loss in the 20 percent rate group in the genetien fractions. The denominator of X's foreign tax
gory offsets $300 of net capital gain in the 20 percerdl limitation category offsets $100 of the remainingcredit limitation fractions reflects $2,000 of world-
rate group from sources within the United Stateset capital gain in the 28 percent rate group fronwide ordinary income, $100 of U.S.-source net cap-
The $300 of net capital loss remains in the generaburces within the United States. The $100 of nétal gain taxed at the 28% rate and adjusted as fol-
limitation category and is adjusted under paragraptapital loss remains in the general limitation categdews: $100 (28%/39.6%), and $200 of U.S.-source
(d)(1) of this section as follows: $300 (20%/39.6%)ry and is adjusted under paragraph (d)(1) of this senet capital gain taxed at the 25% rate and adjusted as
Similarly, the $300 of net capital loss in the 28 pertion as follows: $100 (28%/39.6%). follows: $200 (25%/39.6%).
cent rate group in the general limitation category off- (iv) In computing X's entire taxable income in  (v) X's general limitation foreign tax credit lim-
sets $300 of net capital gain in the 28 percent ratee denominator of the section 904(a) foreign taikation is computed as follows:
group from sources within the United States. Theredit limitation fractions, X must adjust capital gain

$500 - $100 (20%/39.6%) - $300 (20%/39.6%) - $300 (28%/39.6%) -$100 (28%/39.6%)

$1,000 + $500 + $500 + $100 (28%/39.6%) + $200 (25%/39.6%)

(vi) X's passive category foreign tax credit limitation is computed as follows:
$500 + $100 (20%/39.6%)

$1,000 + $500 + $500 + $100 (28%/39.6%) + $200 (25%/39.6%)

Example 3 (i) Y, an individual, has the following items of ordinary income, capital gain, and capital loss for the taxable year:

foreign source

U.S. source general passive
20% rate group $300 ($720) $80
25% rate group $200
28% rate group $500 ($150) 50
ordinary income $1,000 $1,000 $500

(i) Y’s capital gain net income from sources out-offsets $100 of net capital gain in the 28 percent rate (E) Under paragraph (d)(2)(iv)(B) of this sec-
side the United States (zero, since losses excegtbup from sources within the United States. Thé&on, the remaining $100 of net capital loss in the 20
gains) does not exceed Y’s capital gain net incom®100 of net capital loss remains in the general limipercent rate group (in the general limitation and pas-
from all sources ($100). Therefore, paragraph (a)(tation category and is adjusted as follows: $108ive limitation categories) offsets $100 of net capital
of this section does not require any adjustment.  (28%/39.6%). gain in the 25 percent rate group from sources with-

(i) In computing Y’s taxable income from (C) Under paragraph (d)(2)(iv)(A) of this section,in the United States. The proportionate amount of
sources outside the United States in the numeratdfre $300 of net capital gain in the 20 percent rate grodpe $720 net capital loss remains in the general lim-
of the section 904(a) foreign tax credit limitationfrom sources within the United States is reduced pratation category, adjusted as follows: $100
fractions for the passive and general limitation cateportionately by the net capital losses in the 20 perce($720/$800) (25%/39.6%). The proportionate
gories, Y must adjust capital gain net income and neate group in the passive and general limitation catemount of the $80 net capital loss remains in the pas-
capital losses as provided in section 904(b)(2)(B)(iyjories. The proportionate amount of the $720 net capive category, adjusted as follows: $100 ($80/$800)
and (iii) and paragraphs (c)(1) and (d)(1) of this sedtal loss remains in the general limitation category(25%/39.6%).
tion. Since Y has no capital gain net income in angdjusted as follows: $300 ($720/$800) (20%/39.6%). (iv) In computing Y’s entire taxable income in
separate category, the only adjustments are tho$ae proportionate amount of the $80 net capital loshe denominator of the section 904(a) foreign tax
required under section 904(b)(2)(B)(iii) and parafemains in the passive category, adjusted as followsredit limitation fractions, Y must adjust capital gain
graph (d)(1) of this section. $300 ($80/$800) (20%/39.6%). net income by netting all of Y’s capital gains and

(A) Under paragraph (d)(2)(ii) of this section, (D) Of the remaining $500 of net capital loss in théosses, from sources within and outside the United
$50 of Y's $150 net capital loss in the 28 percent rat20 percent rate group (in the general limitation and paStates, and adjusting any remaining net capital gains,
group in the general limitation category offsets $5@ive categories), $400 offsets the remaining $400 of nbsed on rate category, under section
of net capital gain in the 28 percent rate group in theapital gain in the 28 percent rate group from sourc&94(b)(2)(B)(ii) and paragraph (c)(2) of this section.
passive category. The $50 of net capital loss remaimsthin the United States under paragraphY must also include foreign source ordinary income
in the general limitation category and is adjusted a@)(2)(iv)(B)(3) of this section. The proportionate in the numerators, and worldwide ordinary income
follows: $50 (28%/39.6%). The $50 of net capitalamount of the $720 net capital loss remains in the geim the denominator, of the foreign tax credit limita-
gain remains in the passive category and is adjustedal limitation category, adjusted as follows: $40Qion fractions. The denominator of Y’s foreign tax
as follows: $50 (28%/39.6%). ($720/$800) (28%/39.6%). The proportionate amourtredit limitation fractions reflects $2,500 of world-

(B) Under paragraph (d)(2)(iv)(A) of this sec-of the $80 net capital loss remains in the passive catgide ordinary income and $100 of U.S.-source net
tion, the remaining $100 of net capital loss in the 28ory, adjusted as follows:  $400 ($80/$800)capital gain taxed at the 25% rate and adjusted as fol-

percent rate group in the general limitation categor{28%/39.6%). lows: $100 (25%/39.6%).
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(v) Y’'s general limitation foreign tax credit limitation is computed as follows:
$1,000 - $50 (28%/39.6) - $100 (28%/39.6%) -$300 ($720/$800) (20%/39.6%) - $400 ($720/$800) (28%/39.6%) - $100 ($720/$89B625%

$1,000 + $1,000 + $500 + $100 (25%/39.6%)

(vi) Y’s passive category foreign tax credit limitation is computed as follows:

$500 + $50 (28%/39.6%) - $300 ($80/$800) (20%/39.6%) -$400 ($80/$800) (28%/39.6%) - $100 ($80/$800) (25%/39.6%)

$1,000 + $1,000 + $500 + $100 (2.5%/39.6%)

(g) Coordination with overall foreign 55(b)(3)” for “the alternative rate of taxfor which the taxpayer elects to apply sec-
loss recapture rules Section 904(b) and determined under section 1(h)”. tion 904(j) shall not be taken into account
this section shall apply before the provi- (2) Corporate taxpayersin the case of a in determining the amount of any carry-
sions of section 904(f). Therefore, thecorporation, for purposes of determining thever to or from any other taxable year.
amount of a taxpayer’s separate limitatioalternative minimum tax foreign tax creditHowever, an election to apply section
income or loss in each separate categomnder section 59, section 904(b)(3)(E)(ii)(1)904(j) to any year does not extend the
the amount of overall foreign loss, and thehall be applied by substituting “sectiomumber of taxable years to which unused
amount of any additions to or recapture db5(b)(1)(B)” for “section 11(b)". foreign taxes may be carried under section
separate limitation loss or overall foreign (c) Effective date This section shall 904(c) and §1.904-2(b). Therefore, in
loss accounts pursuant to section 904(§pply to taxable years beginning after theetermining the number of such carryover
shall be determined after applying sectiofate this section is published as a finalears, the taxpayer must take into account
904(b) and this section to adjust capitaiegulation in thé~ederal Register years to which a section 904(j) election

ains and losses in each separate category. applies.
’ (h) Effective date This sF:ection shalgi’ ég 1.904(b)-3 and 1.904(b)-4 (3) Determination of amount of cred-
apply to taxable years beginning after thERemoved] itable foreign taxes Otherwise allowable
date this regulation is published in the par 10. Sections 1.904(b)-3 angarryovers of foreign tax credits from

Federal Registeras a final regulation. 1 904(b)—4 are removed. other taxable years shall not be taken into
Par. 9. Section 1.904(b)-2 is revised to par, 11. Section 1.904(j)-1 is added tgccount in determining whether the
read as follows: read as follows: amount of creditable foreign taxes paid or

) o accrued by an individual during a taxable
§1.904(b)-2 Special rules for applicationg1.904(j)-1 Certain individuals exempt year exceeds $300 ($600 in the case of a

of section 904(b) to alternative minimum from foreign tax credit limitation. joint return) for purposes of section
tax foreign tax credit. 904(j)(2)(B).

(&) Election available only if all for- .

. i . . . c) Examples The following examples
(a) Application of section 904(b)(2)(B) eign taxes are creditable foreign taxes il ( t) te th ples o fth'g " Pe
adjustments Section 904(b)(2)(B) shall taxpayer may elect to apply section 904(j ustrae the Provisions ot this section-

L pay Yy p_p y xample 1 In 2001, X, a single individual using the
apply fF)r purposes of det?rm'n|ng theor a taxable year only if all of the taxescash basis method of accounting for income and for-
alternative minimum tax foreign tax cred<for which a credit is allowable to the tax-eign tax credits, pays $100 of foreign taxes with
it under section 59 (regardless of whethgsayer under section 901 for the taxableespect to general limitation income that was earned

or not the taxpayer has made an electicyear (Without regard to carryovers) al,@nd included in income for United States tax pur-

: . . . . oses in 2000. The foreign taxes would be cred-
under section 59(a)(4)). creditable foreign taxes (as defined in seﬁ— J

. . ’ - able under section 901 but are not shown on a
(b) Use of alternative minimum taxtion 904(])(3)(8))- payee statement furnished to X. X's only income for

rates—(1) Taxpayers other than corpora- (b)  Coordination with carryover 2001 from sources outside the United States is qual-
tions In the case of a taxpayer other tham|es_(1) No carryovers to or from elec- ified passive .income, with respect to which X pays
a corporation, for purposes of determiningion year If the taxpayer elects to app|y$200 of creditable foreign taxes shown on a payee
the alternative minimum tax foreign taxsecti 904(i) f t bl th statement. X may not elect to apply section 904(j)
. . 9 ection (J) or any taxable year, e, 5401 pecause some of X's foreign taxes are not
Cre_d't under. section 59— _ no taxes paid or accrued by the taxpaygfeditable foreign taxes within the meaning of sec-
(i) Section 904(b)(3)(D)(i) shall be during such taxable year may be deemaidn 904(j)(3)(B).
applied by substituting “section 55(b)(3)"paid or accrued under section 904(c) in Example 2(i) In 2002, A, a single individual
for “subsection (h) of section 17; any other taxable year, and no taxes pafyn9 the dC?Sh_ bats's me;htoc’ of acc%‘%t”tt':l‘gffor
. . " - Income and foreign tax credits, pays creditable for-
(u). Section 904(b)(3)(E_)(u)(|) fhall .be or accrued in any other taxable year MaY 1 taxes of $250 attributable to passive income.
applied b_y substltutmg sectionbe deemed paid or accrued under secti@fider section 904(c), A may also carry forward to
55(b)(1)(A)(i)” for “subsection (a), (b), 904(c) in such taxable year. 2002 $100 of unused foreign taxes paid in 1998 with
(c), (d), or (e) of section 1 (whichever (2) Carryovers to and from other yearsrespect to passive income, $300 of unused foreign
applies)”; and determined without regard to election_tf]‘(’:‘(‘iiq 2""54'(’;012]?8n"”'”;ﬁngctnt‘zagee”erig’T‘r:tig‘;’;
. . i , unus reig xes paid i
(iii) Sectlon 904.(b)(3)(lf)(|||)(l) shaI'I years The amount of the foreign taxe ith respect to passive income, and $200 of unused
be applied by substltgtlng the alternat_lvepald_ or accrued, and _the amount of th@yreign taxes paid in 1999 with respect to general
rate of tax determined under sectioffioreign source taxable income, in any yeaimitation income. In 2002, A's only foreign source
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income is passive income described in sectioissue of the Federal Register for January 3, 2001, 8SUPPLEMENTARY INFORMATION:
904(j)(3)(A)(i), and this income is reported to A onF.R. 319)

a payee statement (within the meaning of section Background

6724(d)(2)). If A elects to apply section 904(j) for

the 2002 taxable year, the unused foreign taxes paﬂ . f d | Ki
in 1998 and 1999 are not deemed paid in 2002, a otice o Propose Rulema Ing

: : : . . . the IRS issued guidance with respect to
A, therefore, cannot claim a foreign tax credit forand Notice of Public Hearing h P hi
those taxes in 2002. the tax consequences 1or a partners p and

(i) In 2003, A again is eligible for and elects theDetermination of Basis of a corporate partner where the corporate
application of section 904(). The carryforwardspsrtner’s Interest: Special Rules partner contributes its own stock to the
from 1998 expire in 2003. The carryforward periotJD ’ partnership, and the partnership later

established under section 904(c) is not extended _ _ exchanges the stock with a third partv in a
As election under section 904(j). In 2004, A doe?EG 106702-00 9 party

In Rev. Rul. 99-57 (1999-2 C.B. 678),

o : : taxable transaction. Under that ruling,
not elect the appllcatlon of _sef:tlon 904(j). The_z $60 GENCY: Internal Revenue Service section 1032 will protect a corporate part.
of unused foreign taxes paid in 1999 on passive a p p p
general limitation income are deemed paid in 2004/RS), Treasury. ner from recognizing gain or loss (to the

under section 904(c), without any adjustment for an)&CTION: Notice of proposed rulemaking extent allocated to such partner) when the

ortion of those taxes that might have been used as a . . . i
?oreign tax credit in 2002 or%oos if section 904(j)@nd notice of public hearing. partnership gxchanges stock of the corpo-
rate partner in a taxable transaction. The

had not prevented A from carrying over taxes t . . . ) .
those years. SUMMARY:  This document contains ruling also concludes that, under section

(d) Effective date Section 1.904(j)—1 Proposed regulations relating to Specigjgs the corporate partner increases its
applies to taxable years beginning after ruIe,s on determination of basis of partyasis in its partnership interest by an
December 31, 1997. ner's interest under section 705 of thgmount equal to its share of the gain

Par. 12. Section 1.9542 is amended 'NeéMal Revenue Code. The proposegigyiting from the partnership’s sale or

by: regu_lations are necessary tp Coordina@(change of the stock.
1. Revising paragraph (b)(2)(iv), sections _705 and _1032. Th|s doc_ument In situations where a corporation
Example 2 also provides a notice of public hearing 0 cquires an interest in a partnership that
2. Removing paragraph (b)(2)(iv), ~ ese proposed regulations. holds stock in that corporation, a section
Example 3 DATES: Written comments must be?54 election is not in effect with respect to
The revision reads as follows: received by April 12, 2001. Outlines ofthe partnership for the taxable year in

topics to be discussed at the public heayhich the corporation acquires the inter-

81.954-2 Foreign personal holding ing scheduled for May 3, 2001, also musgst, and the partnership later sells or

company income.

be received by April 12, 2001. exchanges the stock, it may be inconsis-

* Kk kK ) . tent with the intent of section 705 to
(b) * * * égtl)\/lR&ESiSIES (REéi‘iogyggn_'gg)'onrzo:;"rncrease _th(_e basis of the corporation’s
(2) * * 5226 Inter.nal Revenue Service PéB 260 artnership interest by the full amount of

Ben Franklin Stafi Washi Do e gain that is not recognized.

wholly owns two controlled foreign corporationsMondé h h Frid E)/ W the h ) purchgses a 50 percent interest in a
organized in Country A, CFC1 and CFC2. CFCZT y through Friday between the NOUrs, yhership for $100,000. The partner-
purcha_ses from DS property that DS manufactures Bf 8 a.m. and 5 p.m. to: C?C:I\/I&SP:RUShip,S only asset is A stock with a basis of
the United States. CFC1 uses the purchased propéREG—-106702—-00), Courier's DeSk’$1OO 000 and a value of $200.000. If the
ty as a component part of property that CFC1 manyntarnal Revenue Service, 1lllpartn,ership had not made a ,section 754

factures in Country A within the meaning of T -
§1.054-3(a)(4). CFC2 provides loans described (r0Sttution Avenue, NW., Washington,q o iion then when the partnership dis-

section 864(d)(6) to unrelated persons in Country AYC.  Alternatively, taxpayers may Sme'tposes of the property for $200,000, A
for the purchase of the property that CFC1 manufaéomments electronically via the internet bxvould be allocated $50,000 of gain

tures in Country A. selecting the “Tax Regs” option on the IRY, : :
; ) - nder section 1032, the gain allocated to
(i) The interest accrued from the loans by CFC4gme Page, or by submitting commenti would not be subject to%ax If A's basis

is not export financing interest as defined in section,. . .
904(d)(2)(G) because the property sold by CFC1 directly to the IRS internet site i the partnership interest were increased

not manufactured in the United States undepttp://WW_VV-irs-g(_)V/taX__reQS/reg”_St-html-to $150,000 under section 705(a)(1), A
§1.927(a)-1T(c). No portion of the interest is exporf he public hearing will be held in room,, oid recognize a corresponding $50,000
financing interest as defined in this paragraph (b)(26718, Internal Revenue Building, 11111 d d ) b ’

The full amount of the interest is, therefore, includConstitution Avenue, NW., Washington oss (or reduced gain) upon a subsequent

(IV) * % *

ed in foreign personal holding company income ~ 'sale of the partnership interest. In this sit-
under paragraph (b)(1)(ii) of this section. ) uation, it would be inconsistent with the
R FOR FURTHER INFORMATION CON- intent of section 705 to increase the basis

TACT: Concerning the regulations,of A's partnership interest for the gain that
Barbara MacMillan, (202) 622-3050; con-s not recognized. To do so would create
cerning submissions, the hearing, and/a recognizable loss (or reduced gain) in a
to be placed on the building access list teituation where no economic loss was
(Filed by the Office of the Federal Register on Dedttend the hearing, Sonya Cruse, (202hcurred and no offsetting gain had previ-
cember 29, 2000, 8:45 a.m., and published in th622-7180 (not toll-free numbers). ously been recognized.

January 22, 2001 424 2001-4 |.R.B.

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue



Accordingly, in Notice 99-57 of gain (or loss) that the corporate partnethapter 6) does not apply. Pursuant to
(1999-2 C.B. 692), the IRS announceavould have recognized (absent the applsection 7805(f) of the Internal Revenue
that it intended to promulgate regulacation of section 1032) if, for the taxableCode, this notice of proposed rulemaking
tions under section 705 to address ceyear in which the corporation acquired thevill be submitted to the Chief Counsel
tain situations where a corporatiorinterest, a section 754 election had been for Advocacy of the Small Business
acquires an interest in a partnership thafffect. Administration for comment on its
holds stock in that corporation, and a The purpose of these proposed regulampact on small businesses.
section 754 election is not in effect withtions cannot be avoided through the use . .
respect to the partnership for the taxablef tiered partnerships or other arrangecomments and Public Hearing
year in which the corporation acquiredments. For example, the proposed regu-
the interest. The IRS announced thahtions provide that if a corporation
rules regarding tiered-entity structuregcquires an indirect interest in its OWRj|| be given to any written comments (a
S:JSI:JS V#%Lg?R%erégﬂggti% g;r:ﬁe;?ggsﬂ(mk through a chain of two or moregigneq original and eight (8) copies) that

' Bartnerships (either where the corporasee timely submitted to the IRS. The IRS

the appropriate scope of the regulationgon acquires a direct interest in a partyng the Treasury Department request
regarding other situations where th@ership or where one of the partnershi

. : A _ _ ) PSomments on the clarity of the proposed
price paid for a partnership interesin the chain acquires an interest o and how it may be made easier to
reflects built-in gain or accrued incomeanother partnership), and gain or 10S§nderstand. All comments will be avail-
items that will not be SUbJeCt to taX, Orfrom the sale or exchange of the stock i )

o . K'igple for public inspection and copying.
built-in loss or accrued deductions thagypsequently allocated to the corpora- A pubFI)ic hearin% has been sgﬁeguled

will be permanently denied, when allojon then the bases of the interests in th&r Mav 3. 2001. beginnina at 10 a.m.. in
cated to the transferee partner, and thearinerships included in the chain shallggm ):37’18 of thg Integrnal Revenue
partnershlp has not made an electiofe adjusted in a manner that is consistegh”ding Due to building security proce-
under section 754. No formal commentgith the purpose of the proposed reguldyyres, visitors must enter at the 10th
were received. tions. As stated above, the proposed regyeet entrance. located between

Explanation of Provisions ulations include a statement describingqnstitution and Pennsylvania Avenues,
the purpose of these regulations which iy, n addition, all visitors must present
As discussed in Notice 99-57, theséntended to guide taxpayers in makingbhoto identification to enter the building.
proposed regulations are being issued isasis adjustments in the tiered partnegacause of access restrictions, visitors
order to prevent inappropriate increases ahip context. In addition, the proposeqij not be admitted beyond the immedi-
decreases in the adjusted basis of a corpegulations include two examples illus—ta entrance area more than 15 minutes
rate partners interest in a parinershigrating the basis adjustments that argefore the hearing starts. For information
resulting from the partnership’s dispositequired by the proposed regulationg gt having your name placed on the
tion of the corporate partner’s stock. — where a corporation acquires an indireqfiiding access list to attend the hearing
The proposed regulations set forth interest in its own stock through a chaiRge the “FOR FURTHER INFORMA-
detailed statement of the purpose for thegg two or more partnerships. TION CONTACT" section of the pream-
regulations which is consistent with the _ ble
discussion in Notice 99-57. The proProposed Effective Date The rules of 26 CER 601 601()(3)
sze%ﬁgﬂﬁzﬂz tt?]?sn p?l:(r)g:)dsi ?nszﬁﬁgl_c The regulations_ shall apply to gain ompply to the hearing. Persons that_ wish to
. loss allocated with respect to sales quresent oral comments at the hearing must
tions where a corporate partner holds gxchanges of stock occurring aftesubmit written comments and an outline
direct interest in a partnership that OWNR/ . . .
ecember 6, 1999. of the topics to be discussed and the time

stocl§ of the corporate paft”e“ Th'is rule to be devoted to each topic (signed origi-
applies where a corporation acquires agpecial Analyses nal and eight (8) copies) by April 12

interest in a partnership that holds stock in

that corporation (or the partnership subse- It has been determined that this notic8%01- . .

quently acquires stock in that corporatio®f proposed rulemaking is not a signifi- A period of 10 minutes will be allotted
in an exchanged basis transaction), theant regulatory action as defined irf® each person for making comments.
partnership does not have an electiohxecutive Order 12866. Therefore, a An agenda showing the scheduling of
under section 754 in effect for the year iiegulatory assessment is not required. §#€ speakers will be prepared after the
which the corporation acquires the interalso has been determined that sectigifadline for receiving outlines has passed.
est, and the partnership later sells d#53(b) of the Administrative ProcedureCOPi€s of the agenda will be available free
exchanges the stock. In these situationdct (5 U.S.C. chapter 5) does not apply’ charge at the hearing.

the increase (or decrease) in the corports these regulations, and because the r€8tafting Information

tion’s adjusted basis in its partnershiplations do not impose a collection of

interest resulting from the sale orinformation on small entities, the The principal author of these proposed
exchange of the stock equals the amouRegulatory Flexibility Act (5 U.S.C. regulations is Matthew Lay of the Office

Before these proposed regulations are
adopted as final regulations, consideration
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of the Associate Chief Counselthe partnership assets that is attributable Example (i) A, B, and C form equal partnership
(Passthroughs and Special Industriesjo the difference between the adjusteRiSt-s E:ﬁﬂeﬁzgrezn‘;gpé;i?mﬁ; ?gfsoggﬂgsm?gsge
However, personnel from other offices obasis of the partnership assets absent tb)és pErchases ook I corporation X for $30,000,
the IRS and the Treasury Department pasection 754 election and the adjusted basjsich appreciates in value to $120,000. PRS also
ticipated in their development. of the partnership assets had a section 7pdrchases inventory for $60,000, which appreciates
* ok ok k% election been in effect generally willinvalue to $150,000. A sellsits interestin PRS to X
result in an adjustment to the basis of th@r $90,000 in a year for which an election under

e - : . ction 754 is not in effect. PRS later sells the X
partner's interest in the partnership undef:“°% $150,000. PRS realizes a gain of $120,000

section 705(a). Such gain (or loss) theregs, the sale of the X stock. X's share of the gain is
Accordingly, 26 CFR part 1 is proposecfore generally will be offset by a corre-$40,000. Under section 1032, X does not recognize
sponding decrease in the gain or increage share of the gain.

in the loss (OI’ increase in the gain or (i) Normally, X would be entitled to a $40,000

. ingrease in the basis of its PRS interest for its allo-
PART 1—INCOME TAXES decrease in the loss) upon the subsequelifP™>h 1 T 228 | ghin from the sale of the X

L disposition by the partner of its interest inyocy byt a special rule applies in this situation. If a

Paragraph 1. The authority citation f0kne partnership. Where such a differencgction 754 election had been in effect for the year in
part 1 is amended by addmg an entry 'Bxists with respect to stock of a Corporatghich X acquired its interest in PRS, X would have

numerical order to read in part as f0|IOWSbartner that is held by the partnershigeen entitled to a basis adjustment under section
Authority: 26 U.S.C. 7805 * * * 743(b) of $60,000 (the excess of X's basis for the

Section 1.705—2 also issued under 2 ain or loss from the dISpOSItlon of COI’poiransferred partnership interest over X's share of the
U.S.C. 705. ** *

te partner stock at'_[ribUtable to the difagjusted basis to PRS of PRS's property). See
i , ference is not recognized by the corporatg1.743-1(b). Under §1.755-1(b), the basis adjust-

Pfar- 2. Section 1.705-1 is amended bgartner under section 1032. To adjust theent under section 743(b) would have been allocat-
addut]g paragraph (a)(7) to read as fol,sis of the corporate partner's interest iff $30,0|80hto thbe X st(l)lck (thg an;(o?nt of hthe;] gain
lows: the partnership for this unrecognized gaiff 2 ou!d have been allocated to X from the hypo-

§1.705-1 Determination of basis of ; etical sale of the stock), and $30,000 to the inven-
partner's interest or loss would not be appropriate becausgyy (the amount of the gain that would have been

it would create an opportunity for theallocated to X from the hypothetical sale of the

(@) *~ ) ) recognition of taxable gain or loss on anventory).
(7) For basis adjustments necessary Eﬁbsequent disposition of the partnership (i) If a section 754 election had been in effect

coordinate sections 705 and 1032 in Celaterest where no economic gain or los r the year in whi_ch X acquired its interest in P‘RS,
tain situations in which a corporationhas been incurred b e amount of gain that X would have recognized

) - . : y the corporate partnggon prs's disposition of X stock (absent the appli-
directly or indirectly acquires an interestng g corresponding taxable gain or lostion of section 1032) would be $10,000 (X's share

in a partnership that holds stock in thafi,q previously been allocated to the cosf PRS's gain from the stock sale, $40,000, minus
corporation, see §81.705-2. porate partner by the partnership. the amount of X’s basis adjustment under section

* ok koK Kk . . . 743(b), $30,000). See §1.743-1(j). Accordingly, the
(b) Smgle partnershkp—(l) ReqUIred increase in the basis of X’s interest in PRS is

Par. 3. S'ection 1.705-2 is added to re%justments This paragraph (b) applies ing10,000.
as follows: situations where a corporation acquires an (c) Tiered partnerships and other

§1.705-2 Basis adjustments coordinatindMt€rest in & partnership that holds stock igrrangements-(1)Required adjustments
sections 705 and 1032. hat corporation (or the partnership subserhe purpose of these proposed regulations

quently acquires stock in that corporationys set forth in paragraph (a) of this section
(a) Purpose This section is intended toin an exchanged basis transaction), théannot be avoided through the use of

prevent inappropriate increases opartnership does not have an election undggred partnerships or other arrangements.
decreases in the adjusted basis of a corpsection 754 in effect for the year in whicheor example, if a corporation acquires an
rate partners interest in a partnershighe corporation acquires the interest, angldirect interest in its own stock through a
resulting from the partnership’s disposithe partnership later sells or exchanges th@ain of two or more partnerships (either
tion of the corporate partner’s stock. Thetock. In these situations, the increase (Qfhere the corporation acquires a direct
rules under section 705 generally ardecrease) in the corporation’s adjusteghterest in a partnership or where one of
intended to preserve equality between theasis in its partnership interest resultinghe partnerships in the chain acquires an
adjusted basis of a partner's interest in fiom the sale or exchange of the stoclqterest in another partnership), and gain
partnership (outside basis) and such parequals the amount of gain (or loss) that they |oss from the sale or exchange of the
ner's share of the adjusted basis in partorporate partner would have recognizegtock is subsequently allocated to the cor-
nership assets (inside basis). In the situgabsent the application of section 1032) ifyoration, then the bases of the interests in
tion where a section 754 election was ndor the year in which the corporationthe partnerships included in the chain
in effect for the year in which the partnemcquired the interest, a section 754 electiogha|| be adjusted in a manner that is con-
acquired its interest, however, a partnersad been in effect. sistent with the purpose of this section.
inside basis and outside basis may not be(2) Example The provisions of this (2) Examples The provisions of this
equal. In this situation, gain or loss alloparagraph (b) are illustrated by the folparagraph (c) are illustrated by the follow-
cated to the partner upon disposition dbwing example: ing examples:

Proposed Amendments to th
Regulations

to be amended as follows:
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Example 1Acquisition of upper-tier partnership (iv) The appropriate basis adjustment for E'qincluding B’s share) were to increase the basis of
interest by corporation (i) A, B, and C form a part- interest in UTP upon the disposition of the E stockJTP’s interest in LTP, UTP’s basis in the LTP inter-
nership (UTP), with each partner contributingby LTP can be determined as the amount of gain thast would be $570,000 ($300,000 + $270,000), and
$25,000. UTP and D form a partnership (LTP)E would have recognized (in the absence of sectidhe fair market value of such interest would be
UTP contributes $75,000 in exchange for its interest032) upon the sale by LTP of the E stock if bott$300,000, so that B would be allocated a loss of
in LTP, and D contributes $25,000 in exchange foTP and LTP had made section 754 elections for tH90,000 (($570,000 - $300,000) x 1/3) if UTP sold
D’s interest in LTP. Neither UTP nor LTP has anytaxable year in which E acquired the interest in UTRts interest in LTP immediately after LTP’s disposi-
liabilities. LTP purchases stock in corporation E folf section 754 elections had been in effect for UTRion of the B stock. It would be inappropriate for B
$100,000, which appreciates in value to $1,000,00@nd LTP for the year in which E acquired E’s interto recognize a taxable loss of $90,000 upon a dispo-
C sells its interest in UTP to E for $250,000 in a yeaest in UTP, the following would occur. E would besition of UTP’s interest in LTP. B would not incur an
for which an election under section 754 is not irentitled to a $225,000 positive basis adjustmergconomic loss in the transaction, and B was not allo-
effect for UTP or LTP. LTP later sells the E stock forunder section 743(b) with respect to the property afated a taxable gain upon LTP’s disposition of the B
$2,000,000. LTP realizes a $1,900,000 gain on tHdTP. The entire basis adjustment would be allocastock that appropriately would be offset by a taxable
sale of the E stock. UTP’s share of the gain ied to UTP’s only asset, its interest in LTP. In addiloss on the disposition of UTP’s interest in LTP.
$1,425,000, and E’s share of the gain is $475,00@0n, the sale of C’s interest in UTP would be treatedccordingly, increasing UTP’s basis in its LTP inter-
Under section 1032, E does not recognize its share a$ a deemed sale of E’'s share of UTP’s interest @st by the gain allocated to B from the sale of the B
the gain. LTP for purposes of sections 754 and 743. Thstock is not consistent with the purpose of this sec-

(i) With respect to the basis of UTP’s interest indeemed selling price of E’s share of UTP’s interedion. (Conversely, because E and F were allocated
LTP, if all of the gain from the sale of the E stockin LTP would be $250,000 (E's share of UTP’staxable gain on the disposition of the B stock, it
(including E’s share) were to increase the basis @fdjusted basis in LTP, $25,000, plus E's basis adjustvould be appropriate to increase E's and F's bases in
UTP’s interest in LTP, UTP’s basis in such interesment under section 743(b) with respect to the assdteir respective interests in LTP by the full amount of
would be $1,500,000 ($75,000 + $1,425,000). Thef UTP, $225,000). The deemed sale of E’s share sfich gain.)
fair market value of UTP’s interest in LTP isUTP’s interest in LTP would trigger a basis adjust- (iii) The appropriate basis adjustment for UTP’s
$1,500,000. Because UTP did not have a sectianent under section 743(b) of $225,000 with respednterest in LTP upon the disposition of the B stock by
754 election in effect for the taxable year in which Eo the assets of LTP (the excess of E’s share of UTRIFP can be determined as the amount of gain that
acquired its interest in UTP, UTP’s basis in the LTRadjusted basis in LTP, including E’s basis adjustmerti TP would have recognized (in the absence of sec-
interest does not reflect the purchase price paid by 225,000), $250,000, over E’s share of the adjusteibn 1032) upon the sale by LTP of the B stock if the
for its interest. Increasing the basis of UTP’s interbasis of LTP’s property, $25,000). This $225,00(ortion of the gain allocated to UTP that subse-
est in LTP by the full amount of the gain that wouldadjustment by LTP would be allocated to LTP’s onlyquently is allocated to B were determined as if LTP
be recognized (in the absence of section 1032) on thsset, the E stock, and would be segregated and all®d made an election under section 754 for the tax-
sale of the E stock preserves the conformity betweearated solely to E. The amount of LTP’s gain fromable year in which UTP acquired its interest in LTP.
UTP’s inside basis and outside basis with respect the sale of the E stock (before considering sectiolfi a section 754 election had been in effect for LTP
LTP (i.e., UTP’s share of LTP’s cash is equal t6743(b)) would be $1,900,000. E'’s share of this gairfor the year in which UTP acquired its interest in
$1,500,000, and UTP’s basis in the LTP interest i$475,000, would be offset in part by the $225,00QTP, then with respect to B, the following would
$1,500,000) and appropriately would cause UTP tbasis adjustment under section 743(b), so that &cur. UTP would be entitled to a $90,000 positive
recognize no gain or loss on the sale of UTP’s intewould recognize gain equal to $250,000 in thdasis adjustment under section 743(b), allocable to
est in LTP immediately after the sale of the E stockabsence of section 1032. B, in the property of LTP. The entire basis adjust-
Accordingly, increasing the basis of UTP’s interest (v) If the basis of E’s interest in UTP werement would be allocated to LTP’s only asset, its B
in LTP by the entire amount of gain allocated to UTRncreased by $250,000, the total basis of E's interestock. The amount of LTP’s gain from the sale of the
(including E's share) from LTP’s sale of the E stockwvould equal $500,000. This would conform to E'sB stock (before considering section 743(b)) would
is consistent with the purpose of this section. Thehare of UTP’s basis in the LTP interest ($1,500,000e $810,000. UTP’s share of this gain, $270,000,
$1,425,000 of gain allocated by LTP to UTP willx 1/3 = $500,000) as well as E’s indirect share of theould be offset, in part, by the $90,000 basis adjust-
increase the adjusted basis of UTP’s interest in LT@ash held by LTP ((1/3 x 3/4) x $2,000,000 =ment under section 743(b), so that UTP would rec-
under section 705(a)(1). The basis of UTP’s intere$500,000). Such a basis adjustment does not creatgnize gain equal to $180,000.
in LTP immediately after the sale of the E stock ighe opportunity for the recognition of an inappropri- (iv) If the basis of UTP’s interest in LTP were
$1,500,000. ate loss by E on a subsequent disposition of Elscreased by $180,000, the total basis of UTP’s part-

(iii) With respect to the basis of E’s interest ininterest in UTP and is consistent with the purpose afership interest would equal $480,000. This would
UTP, if E's share of the gain allocated to UTP andhis section. Accordingly, under paragraph (c) otonform to the sum of UTP’s share of the cash held
then to E were to increase the basis of E's interest this section, of the $475,000 gain allocated to E, onligy LTP (1/3 x $900,000 = $300,000) and the taxable
UTP, E’s basis in such interest would be $725,008250,000 will apply to increase the adjusted basis @fain recognized by A and C on the disposition of the
($250,000 + $475,000) and the fair market value dE in UTP under section 705(a)(1). E’s adjusted basB stock that appropriately may be offset on the dis-
such interest would be $500,000, so that E woulth its UTP interest following the sale of the E stockposition of their interests in UTP ($90,000 + $90,000
recognize a loss of $225,000 if E sold its interest iis $500,000 =$180,000). Such a basis adjustment does not inap-
UTP immediately after LTP’s disposition of the E  Example 2 Acquisition of lower-tier partnership propriately create the opportunity for the allocation
stock. It would be inappropriate for E to recognize interest by upper-tier partnershigi) A, B, and C of a loss to B on a subsequent disposition of UTP’s
taxable loss of $225,000 upon a disposition of itform an equal partnership (UTP), with each partnenterest in LTP and is consistent with the purpose of
interest in UTP because E would not incur an ecaontributing $100,000. D, E, and F also form arthis section. Accordingly, of the $270,000 gain allo-
nomic loss in the transaction, and E did not recogequal partnership (LTP), with each partner contributeated to UTP, only $180,000 will apply to increase
nize a taxable gain upon LTP’s disposition of the Eng $30,000. LTP purchases stock in corporation Ehe adjusted basis of UTP in LTP under section
stock that appropriately would be offset by a taxabléor $90,000, which appreciates in value to $900,000005(a)(1). UTP’s adjusted basis in its LTP interest
loss on the disposition of its interest in UTP.LTP has no liabilities. UTP purchases D’s interest ifiollowing the sale of the B stock is $480,000.
Accordingly, increasing E’s basis in its UTP interesLTP for $300,000. LTP does not have an election (v) With respect to B’s interest in UTP, if B’s
by the entire amount of gain allocated to E from thender section 754 in effect for the taxable year ahare of the gain allocated to UTP and then to B
sale of the E stock is not consistent with the purpodéTP’s purchase. LTP later sells the B stock fowere to increase the basis of B’s interest in UTP,
of this section. (Conversely, because A and B wer®00,000. UTP's share of the gain is $270,000, aril would have a UTP partnership interest with an
allocated taxable gain on the disposition of the B’s share of that gain is $90,000. Under sectioadjusted basis of $190,000 ($100,000 + $90,000)
stock, it would be appropriate to increase A's and B'4032, B does not recognize its share of the gain. and a value of $100,000, so that B would recog-
bases in their respective interests in UTP by the full (ii) With respect to the basis of UTP’s interest innize a loss of $90,000 if B sold its interest in UTP
amount of the gain allocated to them.) LTP, if all of the gain from the sale of the B stockimmediately after LTP’s disposition of the B
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stock. It would be inappropriate for B to recog- Robert E. Wenzel, SUPPLEMENTARY INFORMATION
nize a taxable loss of $90,000 upon a disposition Deputy Commissioner

of its interest in U_TP because B_W0uld not incur of Internal Revenue Background and Explanation of
an economic loss in the transaction, and B did not Provisions

recognize a taxable gain upon LTP’s disposition_. ) .
of the B stock that appropriately would be offsertZF'IEd by the Office of the Federal Register on De-

by a taxable loss on the disposition of its interesffember 29, 2000, 8:45 a.m., and published in the This document - contains proposed
in UTP. Accordingly, increasing B's basis in it lssue of the Federal Register for January 3, 2001, @mendments to 26 CFR parts 1, 31, 35,

UTP interest by the gain allocated to B from thed R 315) 36, 40, 3917 and 601 rglating to Federal
sale of the B stock is not consistent with the pur- tax deposits under section 6302(c) of the
pose of this section. (Conversely, because A and Internal Revenue Code (Code). Section

C were allocated taxable gain on the dispositioflNotice of Proposed Rulemaking 6302(c) provides that the Secretary may

of the B stock that is a result of LTP not having a thorize Federal R rve bank nd
section 754 election in effect, it would be approRemoval of Federal Reserve authorize -eaera eserve banks, a

priate for A and C to recognize an offsetting tax—B K Fed I D itari incorpo_rateq panks, trust CompanieS,
able loss on the disposition of A's and C's interPA1KS @S Federal Depositaries  gomestic building and loan associations,
ests in UTP. Accordingly, it would be appropriate or credit unions that are depositaries or

to increase A's and C’s bases in their respectivBEG_:]-07176_00

: . _ financial agents of the United States, to
interests in UTP by the amount of gain recog-

nized by A and C.) AGENCY: Internal Revenue Servicereceive any tax imposed under the internal
(vi) The appropriate basis adjustment for B's(IRS), Treasury. r_evenue laws, in such mam_"?“ at such
interest in UTP upon the disposition of the B times, and under such conditions as the

stock by LTP can be determined as the amount #CTION: Notice of proposed rulemak- Secretary may prescribe. Pursuant to this

gain that B would have recognized (in thelng. authority, various regulations provide that

absence of section 1032) upon the sale by LTP of . .
the B stock if the portion of the gain allocated toSUMMARY: This document contains Federal Reserve banks, as well as other

UTP that is subsequently allocated to B wer@roposed regulations which remove th@uthorized financial institutions, may
determined as if LTP had made an election unddfederal Reserve banks as authorizg@ceive certain Federal tax deposits.
Sec“‘?”d7_54,f°r the_‘aﬁa_’;'eh}’ear in Wh;‘;*l UlTPdepositaries for Federal tax deposits. The In cooperation with the Treasury
acquire its interest in f a section elec- . 1 H H

tion had been in effect for LTP for the year inregulatlons affect _taxpa}yers who mak@epgrtments Financial = Management
which UTP acquired its interest in LTP, then withF€deral tax deposits using paper Federaervice (FMS), th(_a Fedgral Reserve System
respect to B, the following would occur. UTP Tax Deposit (FTD) coupons (Form 8109)as been streamlining its Treasury Tax and
would be entitled to a basis adjustment under seet Federal Reserve banks. Loan (TT&L) Operation to respond to the

tion 743(b) in the property of LTP of $90,000. . ) fact that the overwhelming majority of
The entire basis adjustment would be allocated tRATES: Written or electronically generat-Federal Tax Deposits (FTDs) are now

LTP's only asset, its B stock. The amount oled comments and requests for a pUbIII‘t\aceived electronically. The widespread

UTP’s gain from the sale of the B stock (beforehagring must be received by March 26 . . .
considering section 743(b)) would be $810,0002001 9 y adOptlon of electronic depOSItS by taxpayers

UTP’s share of this gain, $270,000, would be off- is an important aspect of improving the effi-
set, in part, by the $90,000 basis adjustmemA\DDRESSES: Send submissions to: C&iency, reliability, and cost-effectiveness of
under section 743(b), so that UTP would recog REG-107176 00) e fi ; _
X ! — — room 5226, Internathe Treasury Department’s financial man
nize gain equal to $180,000. The $90,000 ba5|(s ) ! .
adjustment would completely offset the gain thaRever‘ue Service, POB 7604, Beragement. In general’ 'compared to the uni-
otherwise would be allocated to B. Franklin Station, Washington, DC 20044 verse of all tax deposits, the percentage of
(vii) If no gain were allocated to B so that theSubmissions may be hand delivereTDs made with paper coupons has signif-
basis of B’s interest in UTP was not increasedMonday through Friday between thdcantly declined. FTDs made with paper
the total basis of B’s interest would equalh i
) ours of 8 am. and 5 p.m. to: CCcoupons at Federal Reserve banks now con-
$100,000. This would conform to B’s share of " . .
UTP's basis in the LTP interest (($480,000 {REG—107176-00), Courier's Deskstitute only a tiny percentage of all tax
$180,000 (i.e., A's and C’s share of the basis thdnternal  Revenue  Service, 1111deposits. For example, in Fiscal Year 1999,
should offset taxable gain recognized as a resuonstitution Avenue, NW., Washington,of the approximately 100 million Federal
of LTP’s failure to have a section 754 election)) xpC, Alternatively, taxpayers may submittax deposits, made by paper coupon and
#2 . aﬁﬁoﬁé?g(gya;ge&ﬁ; Ei/gd:;c;osohgg% °Comments electronically via the Interneglectronically, only about 270,000, or less
$100,000). Such a basis adjustment does not crdy selecting the “Tax Regs” option on théhan one half of one percent, were paper
ate the opportunity for the recognition of an inaplRS Home Page, or by submitting comcoupons presented at Federal Reserve
propriate loss by B on a subsequent disposition ahents directly to the IRS Internet site abanks. Additionally, the number of paper
B's interest in UTP and is consistent with the purhp:/pvww.irs.gov/tax_regs/regslist.html. coupons presented at Federal Reserve

pose of this section. Accordingly, under para- banks has declined over twenty-five percent
graph (c) of this section, of the $90,000 gain allFOR FURTHER INFORMATION CON- i "1 997

czt-edt tg E’ e V\éi” -apﬂl¥pt0 ir:jcrease tt-heTACT: Concerning the proposed regula-" 0 Treasyry Department has developed
adajuste asis o n unaer section. .
;pons, Brinton T. Warren, (202) 622- ﬁ]n array of other deposit options that are

705(a)(1). B’s adjusted basis in its UTP intere i : N
foIIowing the sale of the B stock is $100,000. 4940’ Concernlng SmeISS|onS 0 ore Convenient for taxpayers to use, and

(d) Effective date This section applies COmments and requests for a public heag;, e economical to process, than deposits
to gain or loss allocated with respect t&nd, Treena Garrett of the Regulationg ;i Federal Reserve banksor example,
sales or exchanges of stock occurringnit at (202) 622-7180 (not toll-free , navers may use their touch tone tele-

after December 6, 1999. numbers). phone or personal computer to make
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deposits 24 hours a day through theant regulatory action as defined in Fokok k%
Electronic Federal Tax Payment Syster&xecutive Order 12866. Therefore, a reg-
(EFTPS). For those taxpayers who still preslatory assessment is not required. It aldo"0Posed Amendments to the
fer paper coupons over electronic depositas been determined that section 553(fegulations
Fhere are now more than 10,000 fi'nanciedf the Administrative Procedure Act (5 Accordingly, and under the authority of
institutions natlpnvylde that are deS|gnatetiJ.S.C..chapter 5) does not apply to th_e% U.S.C. 7805 and 5 U.S.C. 301, 26 CFR
as TT&L deposna'rles vyhere taxpayers magegulatllons, and becau'se tht=T regulaﬂorb'soIrts 1, 31, 35, 36, 40, 301 and 601 are
make FTD deposits using paper coupons.do not impose a'gollectlon of mformatlonproposed to be amended as follows:

In response to the declining number obn small entities, the Regulatory
deposits being made with paper coupons Btexibility Act (5 U.S.C. chapter 6) doesPART 1—INCOME TAXES
Federal Reserve banks, the Federal Resermvet apply. Pursuant to section 7805(f) of o
Bank of St. Louis was selected, effectivehe Internal Revenue Code, these regula- Paragraph 1. The authority citation for
May 1, 2000, to serve as the only Federdions will be submitted to the ChiefPart1 continues to read in part as follows:
Reserve bank accepting FTDs. Even aft@ounsel for Advocacy of the Small Authority:26 U.S.C. 7805 ***
this consolidation, however, it is no longeBusiness Administration for comment on P& 2. Section 1.6302-1 is amended by
cost-effective for the Federal Reserve bartkeir impact on small business. removing the fifth sentence in paragraph

in St. Louis to process the small number of _ _ (b)(2). _ _
paper coupons it receives annuanﬁ:omments and Public Hearing Par. 3. Section 1.6302-2 is amended by

Accordingly, these proposed regulations gefore these oroposed regulations arremovmg the third sentence in paragraph

, 1),
remove all Federal Reserve banks as depogyopted as final regulations, consideration @
taries for Federal taxes. To mitigate any difgj| he given to any written (a signed orig-PART 31—EMPLOYMENT TAXES
ficulties for those taxpayers who still do nojn4 and 8 copies) and electronic comAND COLLECTION OF INCOME TAX

wish to use the deposit alternatives discuss@tbnis that are submitted timely to théA\T SOURCE
above, the Treasury Department has authfhs  The IRS and Treasury Department
rized a financial agent to receive and Processquest comments on the clarity of the Par. 4. The authority citation for part 31

FTD payments through the mail, thereb}broposed rules and how they can be madg@ntinues to read in part as follows:
maintaining a mail-in alternative for taxpay-aasier to understand. All comments will Authority: 26 U.S.C. 7805 * * *

ers who do not have an account with 8§ gyailable for public inspection and Par. 5. Section 31.6302-1 is amended
authorized financial institution and who docopying. A public hearing will be scheg-PY removing the fourth sentence in para-
not wish to use EFTPS. The address for thig.J if requested in writing by any persorgraph ) (3).

mail-in - alternative is Financial Agent, i+ timely submits comments. If a public Par. 6. Section 31.6302(c)-3 is amend-
Federal Tax Deposit Processing, P.O. Boﬁearing is scheduled, notice of the daté'?‘,d by removing the third sentence in para-

970030, St. LOUiS, MiSSOUri, 63197. time, and place for the pUbllC hearing ngraph (b)(Z)

Proposed Effective Date be published in theederal Register PARTS 1, 31, 35, 36, 40, 301,

; ; 601-[AMENDED
The regulations, as proposed, apply tPrafting Information [ ]

any deposits of Federal taxes made after 1, principal author of these regula- Par. 7. In the list below, for each sec-
the date of publication of a Treasury decigyhs is Brinton T. Warren of the Office oftion indicated in the left column, remove
sion adopting these rules as final regulgsgggciate Chief Counsel, Procedure antpe language in the middle column and
tions in theFederal Register Administration (Administrative Provi- add, if any, the language in the right col-

sions and Judicial Practice Division)4mn:
However, other personnel from the IRS

It has been determined that this noticand Treasury Department participated in
of proposed rulemaking is not a signifitheir development.

Special Analyses

Section Remove Add

1.1461-1(a), a Federal reserve bank or an

effective January 1, 2001

1.1502-5(a)(1) commercial dispositary or financial institution
Federal Reserve Bank

1.6151-1(d)(1) Federal Reserve Banksor ~ ------------

1.6302-1(b)(1) 214 or, at the election of the 203

fourth sentence corporation, to a Federal

Reserve bank
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Section

1.6302-1(b)(1)(as
amended by paragraph 2)
fifth sentence

1.6302-2(a)(1)(i)
1.6302—2(a)(1)(ii)
1.6302-2(a)(1)(iv)

1.6302-2(b)(1)
second sentence

1.6302-2(b)(1)(as
amended by paragraph 3)
third sentence

1.6302-3(a)
31.6071(a)-1(a)(1)
31.6071(a)-1(c)
31.6151-1(b)
31.6302-1(c)(1)
31.6302-1(c)(2)(i)
31.6302-1(c)(3)
31.6302-1(i)(3)

31.6302-1(i)(5)
31.6302(c)-2A(b)(1)())
31.6302(c)-2A(b)(3)
31.6302(c)-3(a)(1)(i)
31.6302(c)-3(a)(1)(ii)
31.6302(c)-3(a)(3)

31.6302(c)-3(b)(2)
second sentence

31.6302(c)-3(b)(2)

(as amended by paragraph 6)

third sentence
35.3405-1T(e—10)
36.3121(1)(10)-4
40.6302(c)-1(d)(1)
301.6302-1(a)

301.6302—1(b)(1)

January 22, 2001

Remove

the Federal Reserve bank or

a Federal Reserve bank or
a Federal Reserve bank or
a Federal Reserve bank or

214 or, at the election of the
withholding agent, to a
Federal Reserve bank

the Federal Reserve bank or

or with a Federal Reserve Bank
or by a Federal Reserve bank
a Federal Reserve bank or by
Federal Reserve banks and

a Federal Reserve bank or

a Federal Reserve bank or

a Federal Reserve bank or

214 or, at the election of the
employer, to a Federal
Reserve bank

the Federal Reserve bank or

with a Federal Reserve bank or
with a Federal Reserve bank or
with a Federal Reserve bank or
with a Federal Reserve bank or
with a Federal Reserve bank or

214 or, at the election of the
employer, to a Federal
Reserve bank

the Federal Reserve bank or

a Federal Reserve Bank or
a Federal Reserve bank or
214) or to a Federal Reserve bank

Federal Reserve banks and authorized
commercial banks

Federal Reserve banks or authorized
commercial banks

430

Add

an

an

an
203

an

an

an
203

an
203)

authorized financial
institutions

authorized financial
institutions
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Section Remove Add

301.6302-1(b)(2) Federal Reserve banks or authorized authorized financial
commercial banks institutions

301.9100-5T(c)(3) Federal Reserve banksand ~ -----------

601.401(a)(5) Federal Reserve banksand ~ ------------

heading

601.401(a)(5)(iii) a Federal Reserve bank or an

first sentence

601.401(a)(5)(iii) a Federal Reserve bank or an

second sentence

601.401(a)(5)(iv) a Federal Reserve bank or a an authorized
financial institution authorized financial institution

in accordance with Treasury
Department Circular No. 1079,
revised, to accept remittances of
these taxes for transmission to a
Federal Reserve bank

Robert E. Wenzel, The IRS must receive outlines of the topSUPPLEMENTARY INFORMATION:
Deputy Commissioner ics to be discussed at the hearing by

of Internal Revenue January 23, 2001. The subject of the public hearing is pro-

. ~_ posed regulations (REG-105316-98,
(Filed by the Office of the Federal Register on peADDRESSES: The public hearing ispp00-27 I.R.B. 98) that were published in
cember 22, 2000, 8:45 a.m., and published in thBeing held in the auditorium, Room 72184he Eederal Registeron Friday, June 16,
issue of the Federal Register for December 26, 200mternal Revenue  Building, 11119000 (65 F.R. 37728).
65 F.R. 81453) Constitution Avenue NW., Washington, The rules of §601.601(a)(3) apply to
DC. Due to building security proceduresihe hearing.

visitors must enter at the $0Street  persons who have submitted written

Information Reporting for entrance, located between ConstitutioBomments and wish to present oral com-
Payments of Qualified Tuition and Pennsylvania Avenues, NW. In addiments at the hearing, must submit an out-
and Payments of Interest on tion, all visitors must present photo identine of the topics to be discussed and the
Qualified Education Loans; tification to enter the building. amount of time to be devoted to each topic
Magnetic Media Filing Mail outlines to: Regulations Unit CC (signed original and eight (8) copies) by
Requirements for Information (REG-105316-98), Room 5226, Internajanuary 23, 2001.

Returns; Public Hearing Revenue Service, POB 7604, Ben Franklin A period of 10 minutes is allotted to

Station, Washington, DC 20044. Handceach person for presenting oral com-
deliver outlines Monday through Fridayments. _ o
AGENCY: Internal Revenue ServicePetween the hours of 8 am. and 5 p.m. to: Alter the deadiine for receiving out-
(IRS), Treasury. Regulations Unit CC (REG-105316-98)lines has passed, the IRS will prepare an

Courier's Desk, Internal Revenue Serviceagenda containing the schedule of
ACTION: Notice of public hearing on 1111  Constitution Avenue NW., speakers. Copies of the agenda will be

Announcement 2001-10

proposed rulemaking. Washington, DC. Submit electronic outmade available, free of charge, at the
SUMMARY: This document contains alines of oral comments directly to the IRShearing. o
Internet site at: Because of access restrictions, the IRS

notice of public hearing on proposed reg-
ulations relating to reporting for paymentsttp://www.irs.gov/tax_regs/regslist.html.
of qualified tuition and payments of inter-
est on qualified education loans and ma
netic filing requirements for information
returns.

will not admit visitors beyond the imme-
diate entrance area more than 15 minutes
“OR FURTHER INFORMATION CON- before the hearing starts. For information
ACT: Concerning submissions of com-about having your name placed on the

ments, the hearing, and/or to be placed dwuilding access list to attend the hearing,
the building access list to attend the heagee the “FOR FURTHER INFORMA-
DATES: The public hearing is being helding, Guy Traynor, (202) 622-7180 (not aTlON CONTACT” section of this docu-
on Tuesday, February 13, 2001, at 10 a.nwll-free number). ment.
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Cynthia E. Grigsby, ing to recognition of gain on certain dis-corporation whose stock is distributed. In
Chief, Regulations Unit, tributions of stock or securities of a con+esponse to written comments received and

Office of Special Counseltrolled corporation in connection with ancomments presented at a public hearing,
(Modernization & Strategic Planning) acquisition that was published in thehese proposed regulations are being with-
Federal Register on August 24, 1999. drawn. New proposed regulations (REG—
(Filed by the Office of the Federal Register on DeTpg yithdrawal is in response to writteril07566-00) covering the same matters as

cember 19, 2000, 8:45 a.m., and published in the t ived d | it ithd d lati
issue of the Federal Register for December 20’20060mmen S recelivea and oral commentae wi rawn proposed reguiations were

65 F.R. 79788) presented at a public hearing. being issued in 2001-3 I.R.B. 346.
* * * * *
EFFECTIVE DATE: These regulations
are effective January 2, 2001. Withdrawal of Notice of Proposed

Guidance Under Section 355(e); : ki
Recognition of Gain on Certain ~ FOR FURTHER INFORMATION CON- Rulemaking

Distributions of Stock or TACT: Brendan O’Hara, (202) 622-7530

t a toll-f b Accordingly, under the authority of 26
Securities in Connection With an ("ot @ toll-free number).

U.S.C. 7805 and 26 U.S.C. 355(e)(5), the

Acquisition; Withdrawal of SUPPLEMENTARY INFORMATION: notice of proposed rulemaking

Proposed Rulemaking (REG-116733-98) that was published in
Background the Federal Registeron August 24, 1999

Announcement 2001-11 On August 24, 1999, the IRS issued pro(—64 F.R. 46155) is withdrawn.

AGENCY: Internal Revenue Serviceposed regulations (REG-116733-98, Robert E. Wenzel,

(IRS), Treasury. 1999-2 C.B. 392) in thEederal Register Deputy Commissioner

(64 F.R. 46155) under section 355(e), relat- of Internal Revenue

ing to the recognition of gain on certain(F,I 4 by the Office of the Federal Redist o
A - - et H A e y the ICe O e rederal egister on be-
distributions of stock or securities in con cember 29, 2000, 8:45 a.m., and published in the

SUMMARY: This document withdraws nection with an acquisition of stock of thesge of the Federal Register for January 2, 2001, 66
the notice of proposed rulemaking relatdistributing corporation or of stock of ther.r. 76)

ACTION: Withdrawal of notice of pro-
posed rulemaking.

January 22, 2001 432 2001-4 |.R.B.



Definition of Terms

Revenue rulings and revenue procedurgslies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) modified because it corrects a publishedubstance of a prior ruling, a combination
that have an effect on previous rulinggosition. (Compare witlamplifiedand of terms is used. For examplmodified
use the following defined terms to deelarified, above). and supersedediescribes a situation
scribe the effect: Obsoleteddescribes a previously pub-where the substance of a previously pub-
Amplified describes a situation wherelished ruling that is not considered detertished ruling is being changed in part and
no change is being made in a prior pubminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oin a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because atiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the sutmodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokedlescribes situations where thavhich a list, such as a list of the names of
Clarified is used in those instancesosition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiothat list is expanded by adding further
being made clear because the languaggebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in ahe new ruling does nothing more tharseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflished that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersedes
where a ruling mentions a previouslyThus, the term is used to republish undell prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeds used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancend regulations. The term is also usedill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singleaction such as the issuance of new or
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome of
held that a principle applied to A but nothat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it ap+iod of time in separate rulings. If theService study.

: : E.O—Executive Order. PHC—Personal Holding Company.
Abb reviations ER—Employer. PO—Possession of the U.S.
ThelfoIIow(iingllailbbreviati_ons in C_U"Irembt!sﬁ %n_d fcr’]r‘ERISA—Emponee Retirement Income Security Act.PR—Partner.
anJ:‘”re);irl:se will appear in material published in t e Executor. PRS_Partnership.

o F—Fiduciary. PTE—Prohibited Transaction Exemption.
A—Ind|V|du§I_ FC—Foreign Country. Pub. L—Public Law.
gc_q;?(_:guuiscence, FICA—Federal Insurance Contributions Act. REIT—Real Estate Investment Trust.
BE nB v lfj.a.' FISG—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
BK_BenE cian. FPH—Foreign Personal Holding Company. Rev. Ruk—Revenue Ruling.

—Bank. ) o
B.TA—Board of Tax Appeals F.R—Federal Register. S—Subsidiary.
C. -In.dividual PP ' FUTA—Federal Unemployment Tax Act. S.P.R—Statements of Procedural Rules.
cB Cumulz;tive Bulletin FX—TForeign Corporation. Stat—Statutes at Large.
Ci:R'—Code of Federal Régulations G.C.M—Chief Counsel's Memorandum. T—Target Corporation.
Cl—City ' GE—Grantee. T.C—Tax Court.
COOP—.Cooperative GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision GR—Grantor. TFE—Transferee.
CY—County IC—Insurance Company. TFR—Transferor.
D—Decedent I.R.B—Internal Revenue Bulletin. T.I.R—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.
DE—Donee. LP—Limited Partner. TR—Trust.
Del. Order—Delegation Order. LR—Lessor. TT—Trustee.
DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
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